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Foreword 


“At the service of education, journalism and Parliament, in 
positions of command in the economy and in the Government ... he 
was always faithful to a code of dignity without ostentation, of 
frankness without rhetorical pretence, of lucidity of expression that 
by itself testified to the solidity and clarity of his thinking”. These are 
the words Guido Carli used in the Concluding Remarks he delivered 
as Governor of the Bank of Italy on 31 May 1962 to recall Luigi 
Einaudi, his mentor and for three years himself Governor of the 
Bank. We cite these words because they so perfectly capture the 
personality of Carli, who deserves to be remembered above all for the 
intellectual consistency of his activities as scholar, statesman and 
economist in the service of Italy’s institutions. 

On 31 May 1993, in his first Concluding Remarks as Governor 
of the Bank of Italy, Antonio Fazio emphasized these traits: “Those in 
the Bank who were privileged to work with Carli benefited from his 
extraordinary analytical and decision-making ability. From the very 
beginning of his governorship his openmindedness and modernizing 
vision led him to initiate a far-reaching programme to renew the 
Bank’s human, material and technological resources. Unforgettably 
generous with his time, he engaged in a continual dialogue with 
young members of the staff, who were selected solely on their 
academic and professional merit. He helped to form a class of future 
leaders”. 

For Carli, the spread of economics, the education and training of 
young economists, the deepening of knowledge and the setting of 
individual problems in the broader context of which we are all a part 
were values to be sustained and defended. 

The BNL Group wishes to pay tribute to these values and the 
consistent reasoning that binds them together in a special issue of our 
reviews, Moneta e Credito and the Banca Nazionale del Lavoro Quar- 
terly Review, with which Guido Carli had particularly strong ties. He 
was always closely associated with the BNL: as an expert on banking 
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problems; as Minister of the Treasury, stimulating what I take pride 
in calling the “refounding” of Banca Nazionale del Lavoro; finally, 
before his death, as Chairman of the International Advisory Board of 
our Group. He was also a member of the Editorial Committee of the 
two reviews from their birth in 1947 and contributed important 
essays over a period stretching from 1948 to 1979. They were always 
lucid analyses, whose solid theoretical and empirical foundations 
permitted him to deal rigorously, as well as passionately, with the 
most important themes of economic policy. It is with great pleasure 
that we offer this collection of his contributions to our Italian readers 
of Moneta e Credito. 

For our English language readers, the Banca Nazionale del Lavo- 
ro Quarterly Review offers a collection of the Concluding Remarks 
that Guido Carli read over fifteen years, from 1961 to 1975, at the 
Bank of Italy’s General Meeting of Shareholders. The documents are 
of exceptional value, both as interpretations of economic events based 
on extensive research and as a record of the policy choices made by 
the institution that has perhaps been the least contested among the 
authorities responsible for economic policy. 

Guido Carli was not only a distinguished central banker, but also 
a fervid advocate of economic and financial studies, both inside and 
outside the Bank of Italy. He followed the development of these 
studies with passion, encouraging the training of the young so as to 
create a modern, internationally-minded leadership. 


GIAMPIERO CANTONI 





Preface 


“... The involution afflicting the economy calls for urgent so- 
lution. There are those who, critical of the very foundations of our 
system and observing the difficulties with which we are faced, deduce 
that their views are correct and hope for early radical change. There 
are others, like myself, who believe in the principles on which the 
present system is founded and who are aware of the need for 
adaptation of economic institutions to the requirements of the times; 
and who, believing that the principal causes of the imperfections of 
the system lie, human error apart, in delay in that adaptation, are 
engaged in providing the necessary remedies. My remarks, and the 
entire document presented to you today, are intended to be a co- 
gnitive instrument which, by providing ample information, in obser- 
vance of scrupulous objectivity in presentation and in the search for 
logical connections, contributes to promotion of the necessary 
choices”. 

With these words Guido Carli closed his Concluding Remarks 
for 1971. I would say that they summarize both the guiding principles 
of his actions as Governor and the role he attributed during his 
governorship to the Annual Report of the Bank of Italy and, in 
particular, to the Concluding Remarks. 

It was Guido Carli who transformed the annual meeting of the 
shareholders of the Bank of Italy, held on the last working day of 
May, into an occasion of significance not only for those who work 
there or who follow economic affairs but also for public opinion in 
general: an occasion on which the Bank gives the nation an up-to-date 
view of economic events — the fruit of a year’s research by a team of 
economists unrivalled in Italy — and at the same time indicates the 
course it is following in the matters for which it is responsible. 

One of the great qualities for which Carli earned universal 
recognition was his dedication within the Bank to strengthening the 
research department and fostering its activities. From the more ra- 
dical component of the Enlightenment he took over the maxim 
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“knowledge is the basis for action”, in support of the ideal of a 
gradual development of civil liberties, of a transformation that rather 
than forcing the pace (or running ahead of the times) would ac- 
company observable change. 

The Annual Report constitutes an opportunity for the 
organization and verification of this continuous research effort. The 
indications that gradually materialize from the work of economists in 
the research department are set against each other and an overall 
pattern is sought. The discussions within the Bank, led by the 
managers of the research department, the Directorate and the 
Governor, provide a strong incentive for scientific accuracy and 
enthusiasm in an environment where individual opinions and 
teamwork come together in lively but ordered debate. 

The Concluding Remarks are the “political” synthesis of the 
Report. They, too, are the fruit of teamwork: the interpretations that 
emerge from the research on which the Report is based are spelt out 
and debated in an attempt to identify clearly the most significant 
underlying factors; the economic policy decisions adopted and those 
to be taken are then related to these interpretations; the impulses to 
be sent to other actors on the economic stage are carefully appraised 
and their nuances and accents weighed. 

This groundwork for the Report starts in January-February; from 
the end of April a working group meets for several hours each week 
to read successive drafts of the Concluding Remarks; these meetings 
are attended not only by the Bank’s finest minds but also by a very 
small number of select outsiders. Each participant adds something to 
the document. Towards the end of Donato Menichella’ governorship 
and throughout that of Guido Carli a considerable influence was 
exercised by Federico Caffé and later by his pupils Ezio Tarantelli 
and, above all, Fausto Vicarelli. 

To a greater or lesser extent each Governor pens the key 
passages of the Concluding Remarks himself and, obviously, his 
influence over the remaining passages is decisive with regard to both 
the views expressed and the economic policy guidelines proposed, as 
well as the actual manner of stating them. Carli sought particularly to 
enhance the impact of the document, a goal that he increasingly 
achieved over the years. It was a logical option, almost a moral 
obligation for someone for whom the manner of preparing the 
document, the work of researching and calibrating its contents, made 
it the most valid contribution for the country to draw on in deter- 
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mining the direction of economic policy. Carli was convinced that 
political decisions should be based on reason enlightened by 
thorough empirical research, rather than on adherence to one theory 
or another or, still less, the blind trust in abstract general principles so 
widespread in Italy. This conviction led him continually to strengthen 
the research basis of the Report and to ensure the steady growth of its 
key role in the country’s political and economic debate. 

Over fifteen years this approach - which Carli had largely 
inherited from his predecessors, Einaudi and Menichella - gained 
ground. Through it Carli and the Bank followed and - so far as was 
within their power — intervened in circumstances whose continuous 
evolution was always throwing up fresh problems. 

When Carli took the helm of the Bank of Italy the post-war 
reconstruction was complete and in its wake Italy had achieved the 
“economic miracle” that made it a full member of the international 
community and of the European Economic Community. These 
achievements needed consolidating: in retrospect we have to re- 
member that the lira’s convertibility had been restored only in 1958 
and that the Treaty of Rome establishing the European Common 
Market was signed in 1957. The economic progress, by reducing 
unemployment and steadily absorbing excess labour from the agricul- 
tural sector, led to tensions in industrial relations. In 1963, for the 
first time since the First World War, average wages rose faster than 
labour productivity. The attempts to put the economy on a 
sustainable growth path, which found expression in Ugo La Malfa’s 
famous “Supplement”, encountered obstacles in the opposing political 
maximalisms, which ruled out the proposals for economic planning 
and an agreed incomes policy on principle. Carli, whose conviction 
that the policies followed by the Bank of Italy should respect the 
choices of the democratically elected political authorities later came 
in for some criticism, in 1963 adopted a firm stance to overcome the 
inflationary trend and balance-of-payments crisis as soon as they 
loomed. The ensuing lively debate on this decision was joined by 
eminent economists, from Modigliani and La Malfa to Graziani, from 
Napoleoni to Salvati, and marked a significant moment in the devel- 
opment of Italian economic thought. 

In the following years the expansion of the Italian economy 
resumed at a pace that can be considered satisfactory in comparison 
with other European countries. Tensions in industrial relations again 
took centre stage with the “hot autumn” of 1968 and its repercus- 
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sions in the years that followed; it is in this context that the above 
passage from the Concluding Remarks for 1971 is set. Conditions for 
sustainable growth were perhaps around the corner when, in 
1973-74, Italy found itself, together with the other industrialized 
economies, faced with the first oil crisis, the effects of which were 
exacerbated by the country’s greater dependency on imported energy. 
Things were not easy for Governor Carli: precisely because his 
decisions were based on the search for difficult equilibria, they 
frequently came under fire from all quarters at once; nevertheless, the 
search for consensus, in which Carli was a master, never prevented 
him from following the strategy he deemed most appropriate. 

Above all else, Carli bequeathed to his successors an institution 
that was vigorous, efficient, tough and firm in its moral standards. 
The procedures for selecting staff, based on public examinations and 
the formal appraisal mechanisms Carli believed in so strongly, played 
a large part in this achievement. The unswerving conduct often 
demonstrated by the Bank of Italy earned it increasingly widespread 
recognition as a public institution operating only for the common 
good. 

For these reasons I believe that the Concluding Remarks read by 
Guido Carli during the fifteen years of his governorship can be 
interpreted in several ways. They are in the first place a vital record of 
the economic policy debate as it unfolded in those years. At the same 
time they provide a step-by-step account of the development of the 
Italian economy, its potential and its weaknesses as interpreted 
through the work of the best group of economists devoted to applied 
research in Italy. Finally, and most importantly, they reflect the 
methodological approach and practical assessments, as well as the 
moral convictions, of one of the finest intellects to have served 


Italy. 


CarLo AZEGLIO CIAMPI 





Editorial Note 


Guido Carli’s Concluding Remarks to the Annual Report of the 
Bank of Italy are reproduced from Banca d’Italia, Abridged Version of 
the Report for (1960-1974) Presented to the Ordinary General Meeting 
of Shareholders. While the main text of the Report is in fact substan- 
tially abridged, the “Concluding Remarks” fully correspond to the 
original Italian text read by Governor Carli, apart from a few minor 
passages, the deletion of which was probably approved by the 
Governor himself. 

Thanks are due to Dr. Maria Teresa Pandolfi, Head Librarian of 
the Bank of Italy, for kindly providing us with this material and for 
her advice on editorial matters. 


Guido Carli was born in Brescia on 28 March 1914. In 1945 he 
became a member of the Consulta Nazionale; in 1947, member for 
Italy of the Council of Directors of the International Monetary Fund; 
from 1950 to 1952, Chairman of the Managing Committee of the 
European Payments Union; in 1952, President of the Istituto centrale 
per il credito a medio termine. Minister for Foreign Trade in 1957-58, 
then Director General of the Bank of Italy in 1959, he was Governor 
of the Bank of Italy from 1960 to 1975. Subsequently, he was made 
President of Confindustria, from 1976 to 1980, and President of 
UNICE (Union des industries de la Communauté Européenne) from 
1980. Member of the Senate from 1983 to 1992, Guido Carli died in 
Spoleto on 22 April 1993. 








Concluding Remarks for 1960 


Gentlemen, 


The concluding part of the Annual Report is the quintessence 
and synthesis of the detailed and carefully documented analysis 
presented in the separate chapters, thanks to the team work of our 
colleagues in the offices of the central administration and the man- 
agers of the Bank’s branches. It is to them that belongs the merit, if 
merit there be, for the Report and it is they who have spun the red 
thread which runs through my concluding remarks. I express my 
warmest appreciation to them all. 


World Economic Conditions and Monetary Policy 


The economic results achieved by the industrial countries in 
1960 are amongst the best since the close of the war. Although the 
resumption of the expansive movement was well under way in 1959, 
last year production went on expanding at high rates everywhere 
except in the United States, to reach new peaks far above those of the 
year before. 

The growth of productive activity in the countries of Europe 
was, at different times, sustained in turn by all components of 
demand: at first mainly by export and stockbuilding demand, then by 
domestic consumption and investment demand, and most recently 
especially by this last-mentioned component of internal demand, that 
is, new investment by firms. In this sequence lies the origin of the 
conspicuously high rates of annual increase of all the elements of total 
demand, and also of the relatively more marked expansion of trade 
among the industrial countries in comparison with other trade flows. 

As regards the outlook for the current year, we should wish 
merely to underline that all the most authoritative forecasts agree in 
expecting the favourable trend to continue in the months to come, 
although the results may not equal those achieved in 1960. 
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The contrast between the recession in the United States and the 
booming economies of Europe bumping along the full-employment 
ceiling necessarily led to policy differences and caused certain strains, 
which were manifest above all in differential money rates and in 
international payments disequilibrium. 

These are problems which concern more particularly the be- 
haviour of money and exchange markets and the development of 
international payments, all of which concern us closely and engage 
our responsibility. It is to these problems, therefore, that we shall 
devote our main attention in the first part of our remarks. 

The asynchronous timing of cyclical phases in the United States 
and in Europe as well as among different groups of countries within 
Europe enabled extreme fluctuations in both senses to be flattened 
through the vehicle of international ‘trade, which made room for a 
redistribution of capacity utilization transcending national frontiers. 
At the same time, currency convertibility added greatly to the mo- 
bility of money flows among industrial countries. 

If, then, the past year was one in which the volume of the 
international exchange of goods and services expanded sharply, es- 
pecially as between the United States and Europe, it was also a year 
of huge international movements of short-term funds in directions 
which did not always suit the economy of the countries concerned. 
The growing time lags in cyclical developments vastly magnified the 
flow of funds already called forth by a, sometimes considerable, 
margin of money rates and this flow was further swelled by sudden 
movements of hot money in the expectation of parity changes. 

The resulting large and, in some cases, persistent accumulation 
of surpluses by some countries and deficits by others caused unusually 
heavy balance-of-payments disequilibria as well as large scale transfers 
of international liquidity reserves, so that the monetary authorities 
had to intervene with energetic measures. These events, punctuated 
by a number of symptomatic episodes in the gold and exchange 
markets, have revived the discussion of international liquidity 
problems and have forced them upon the active consideration of 
scholars and politicians alike. 

The conflict between internal and external needs not only placed 
a difficult choice before the monetary authorities, but also did much 
to aggravate still further the operational conditions of various markets 
already disturbed by the transfer and repatriation of funds. While in 
the United States the outflow of capital added yet another factor of 
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slackness just when production levelled off and the economy entered 
a phase of recession, the simultaneous inflow of funds into Europe 
defeated, at least to some extent, the authorities’ efforts to brake the 
excesses of the boom through the regulation of market liquidity and 
of credit. 

The difficulties of monetary action in the economic and financial 
setting of 1960 were outstandingly evident in Germany, where 
eventually a reappraisal of policy culminated in the revaluation of the 
Mark last March. 

In other countries monetary measures were perhaps less wide- 
spread and frequent, in part because the expansionary forces ap- 
peared concentrated and circumscribed within the sphere of private 
consumption, and in part because large budget surpluses helped to 
keep demand down to more easily manageable levels. When central 
banks intervened, mainly by altering Bank Rate, their decisions were 
often inspired by external motives, such as, at first, the desire to 
strengthen foreign exchange reserves and later that to check the flow 
of hot money. 

Considerations of this kind ultimately prevailed over those of an 
internal character. This was the case, for example, when, at the end of 
1960 and in the first few months of 1961, many countries felt able to 
relax the credit restrictions they had imposed earlier. But this 
tendency was also due to considerations as to the possibility and 
indeed the advisability of influencing the level of demand for goods 
and services by predominantly monetary means. 

From this point of view, the greater stress placed both in 
academic discussion and in the programming of public activities on 
general economic measures and fiscal instruments testifies to a 
growing awareness of the need to surround monetary policy with 
other appropriate measures if it is to achieve the desired effects. 


International Payments and Liquidity Problems 


For ten years now world trade has been expanding by leaps and 
bounds and the relative balance-of-payments situation of the 
European continent and the United States has capsized in Europe’s 
favour. These events have raised the problem of the adequacy of 
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international monetary reserves and, in unexpected guise, also that of 
their distribution. Last year, the intensification of international move- 
ments of short-term capital added a new dimension to these problems. 

The circumstance that the United States and Western Europe 
were cyclically out of step in 1960 strongly influenced the leading 
countries’ balances of payments, not only on current but also on 
capital account. In Europe, the expansion of domestic demand, 
coupled with a slowing down of the rate of increase of foreign 
demand, cut into current surpluses. The extent of the diminution 
varied from country to country; in the United Kingdom, the slight 
surplus of 1959 turned into a heavy deficit in 1960. In the United 
States, on the other hand, the progressive slackening of domestic 
demand made room for a considerable improvement in the current 
balance and more especially in the merchandise balance, which 
reaped the full benefits of rapidly growing foreign demand. 

In the light of the present situation of international payments 
and of the geographical distribution of official gold and foreign 
exchange reserves, it must be stressed that short-term capital move- 
ments did not, in general, exercise an equilibrating influence. They 
were able to grow thanks to progress in the liberalization of capital 
transactions, especially since the restoration of convertibility, and 
thanks also to an improved balance-of-payments structure. 

However, there is not, as yet, anything like unanimous agree- 
ment as to the advisability of complete liberalization of capital move- 
ments. Above all, it is doubtful whether such liberalization can be 
achieved without prior co-operation arrangements among the various 
countries’ monetary authorities. 

Although great care was taken not to re-create conditions apt to 
disturb the system of international payments, the progress of liberaliz- 
ation has, at any rate, gone far beyond anything envisaged in the early 
post-war years, especially with regard to capital movements. Last year 
the concentration of increases of gold and dollar reserves in a few 
countries, whose current balance of payments hardly improved at all, 
clearly shows the importance suddenly assumed by capital move- 
ments, and especially short-term ones. 

Enormous transfers of funds from one centre to another pre- 
ceded and followed the rise of the London gold price and the 
revaluation of the Mark and the guilder. These displacements put the 
spotlight on the perils to which all currencies, and more particularly 
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the key currencies which discharge their international reserve 
function by piling up short-term debts, are exposed in a world from 
which administrative controls have gone, one after the other. This 
situation is full of dangers for the orderly functioning of international 
payments and accordingly the monetary authorities of some countries 
have intervened in a number of ways and sometimes by emergency 
measures. 

Apart from their action for immediate purposes, the authorities 
turned their attention to the two more general and interdependent 
questions of the adequacy of world external liquidity reserves and of 
the strength of the present system of international settlements, based 
on the contribution to reserve formation of the currencies habitually 
used for this purpose, namely, the dollar and the pound sterling. 

The good-creditor policy pursued by the United States during 
the whole period up to 1957, when their current balance remained 
especially favourable, ended up with a redistribution of reserves 
which eliminated the second world war’s heritage of distortions and 
reflects in a much better way the present relative weight of the 
industrial countries in world trade. The countries whose reserves are 
patently inadequate are mostly primary-producing countries, and they 
owe the shortage to their development programmes and to adverse 
terms of trade. However, even in their case the problem is due not so 
much to the malfunctioning of the international payments system, 
properly speaking, as to the failure of foreign long-term capital supply 
to match the requirements of intensive development programmes. 
This problem was approached in the right way when the industrial 
countries last year took measures to co-ordinate and amplify their 
financial and other aid to developing countries. 

So far, then, there is nothing to suggest that the international 
liquidity situation calls for drastic reforms, at least in the short period. 
However, the problem of ensuring a growth in international liquidity 
reserves sufficient to give free rein to the expansion of world trade 
might well arise in a longer-range perspective. If the working of the 
international settlements system has lately given cause for concern 
and has put some currencies under strain, this was, we repeat, in large 
part due to the extraordinary volume of short-term capital move- 
ments. 

To cope with the upheaval in the wake of the Mark and guilder 
revaluation, central banks quickly agreed on effective concerted 
action. This is proof that the present mechanism of payments is 
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capable of reacting smartly even to large-scale speculative attacks. 
Moreover, the measures adopted in the heat of the moment have 
furnished valuable indications on the possible means of strengthening 
the system’s resilience in the future without falling into hard-and-fast 
automatic patterns which are harmful as a general principle and 
closed to the benefits of experience. 

These indications suggest that if the central banks of the leading 
countries were to co-operate more closely and at more differentiated 
levels than they have done in the past, they could constitute a strong 
first line of defence. The aim should be to make wider, though not 
necessarily less selective, use of various technical means of inter- 
vention designed to achieve, in accordance with the needs of each 
separate case, either a saving of reserves or the activation of excess re- 
serves. 

Concerted action of this kind would be an opportune step 
towards greater solidarity among the institutions directly concerned. 
It would, of course, presuppose that the monetary institutions of 
some major countries, which in the past followed the practice of 
keeping all or very nearly all their reserves in gold, should be willing 
to keep also other countries’ currencies as reserve. That would enable 
them to pursue more active policies on the exchange markets, where 
suitable and timely intervention might counteract undesired capital 
movements before they ever reach unduly large proportions. 

Arrangements of this kind might, then, provide a first line of 
defence to support currencies which may in the future come under 
pressure as a result of adverse short-term financial operations. 
However, by its very nature, this type of assistance would be indi- 
cated only in the case of operations of not too broad a scope in 
respect to both amount and duration. It follows that central bank 
co-operation needs to be properly integrated into the existing 
structure of international financial machinery and institutions. 

The existing regional organizations in Europe could furnish a 
suitable institutional framework for a satisfactory development of direct 
first-aid arrangements among central banks. In its turn, the International 
Monetary Fund, whose operational principles are now being re- 
examined with a view to adapting them to the new situation created by 
the progressive dismantlement of foreign exchange controls, could 
become a second line of defence. This would be much stronger, given 
that the Fund’s operations are not so limited to the very short period 
and thus are formally regulated for their entire duration. 
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Within a coherent scheme designed to make full use of the 
existing international monetary system’s potential capacities both 
under its technical and its institutional aspects, the resources of the 
Fund could be used for financial assistance which proved to be 
necessary beyond the limits of amount and time admissible for direct 
action on the part of central banks. To enable the Fund to discharge 
its functions effectively, member countries should examine not only 
how more active use can be made of the Fund’s existing resources, 
but also how they can be strengthened sufficiently to meet any fore- 
seeable needs of the major countries, even beyond the Fund’s present 
limits of intervention. 

To sum up, it may not come amiss to stress that, while the 
central banks’ determination to work together more actively may in 
itself constitute a sound defence against possible speculative runs on 
one currency or another, any new technical formula devised to this 
end would really do no more than reinforce a mechanism which 
already exists, with the object of assuring countries that lose reserves 
an adequate margin of time for the adoption of countermeasures to 
redress its foreign balance. 

In some cases, the new techniques would involve no more than 
institutional changes; in other, more frequent, cases monetary, 
financial and general economic policies may have to be revised in the 
light of particular cyclical developments and in accordance with the 
commitments undertaken by countries when they made their 
currencies convertible. 

It seems obvious enough that whatever measures may be 
adopted to render the international payments system more resilient 
and flexible, these cannot solve the problems due to basic dis- 
equilibria in the balances of payments. No device of international 
monetary technique can cure evils deeply rooted in the slow rate of 
economic development in some countries with respect to others, or in 
the scant energy deployed in safeguarding internal monetary stability. 

The effectiveness of monetary techniques and instruments 
ultimately depends on political resolve and on the concerned 
countries’ success in their efforts to eliminate the internal causes of 
structural imbalance in external payments. There is indeed evidence 
that the principal countries are acutely aware of this — witness the 
recent and highly promising approach to common problems within 
the consultative agencies of the nascent Organization for European 
Co-operation and Development. 
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Italy’s Balance of Payments 


In Italy, too, 1960 was a year of strong economic expansion, but, 
unlike other countries, she escaped the strains and stresses of unbal- 
anced total demand and supply. This she owed to the existing 
margins of unutilized capacity and labour and to larger imports, 
unrestrained by balance-of-payments difficulties or scarcity of re- 
serves. 

The expansion of global demand called forth, on the one hand, a 
strong increase in output and employment, and, on the other, a 
growth of imports well in excess of import increments. As a result, the 
export surplus on goods and services account, which had amounted to 
nearly 500 million dollars in 1959, dwindled almost to nothing and 
the total of resources absorbed by domestic investment and con- 
sumption grew more than national income. 

One of the principal causes of our greater purchases abroad was 
the strong rise in fixed investment, especially in the private sector. 
Coonsequently, the biggest import increments occurred in manufac- 
tures, and more particularly in capital goods. While the general 
volume of imports increased by 40 per cent, the volume of capital 
goods imports rose by 63 per cent. 

A strong increase in food imports — 44 per cent in quantitative 
terms — was due to internal imbalance between demand and supply. 
While demand rose strongly under the impact of growing incomes, 
supply was limited in part by poor harvests of a few major crops and 
in part by the difficulties of adapting the volume and composition of 
agricultural output to growing consumption and changing consumer 
tastes. Another import-raising factor during the first half of last year 
was the rebuilding of stocks of industrial raw materials and semi- 
manufactures. 

The current process of industrialization and specialization nat- 
urally has its effects on the structure of our exports. The tendency for 
the share of manufactures to increase is reinforced by the expansion 
of credits for capital goods exports to developing countries. 

In practice, this means a relatively larger increase in the export 
of goods which incorporate a higher proportion of value added, with 
a preponderant contribution by the factor labour. The export figures 
for engineering products and textiles classified by their degree of 
processing fully confirm this tendency. 
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The combination of the two circumstances that structural factors 
play a considerable part in our imports and that a growing proportion 
of our manufacturing output is sold abroad imposes upon us the 
imperative task of keeping our domestic price level in line with world 
prices and making production flexible enough to adapt itself to the 
shifting requirements of an open economy. 

In effect, if we have been able to sell more abroad and in general 
to produce more, we owe it to our having rendered our prices 
internationally more competitive by preventing production costs from 
rising faster than productivity. 

Last year’s Annual Report warned that, after two years of large 
surpluses, the balance of payments on current account was tending to 
return to equilibrium. In the event, the current surplus dropped in 
1960 from 681 to 255 million dollars. This is almost the exact 
counterpart of the inflow of emigrants’ remittances; imports and 
exports of goods and services were practically in balance and would 
indeed have shown a deficit if the terms of trade had not improved in 
the meantime. This year, according to exchange data, the first quarter 
closed with a deficit of 88 million dollars on current account, com- 
pared with equilibrium in the corresponding period of last year. 

The year 1960 was also marked by very large capital exports, in 
the form both of Italian investments abroad and exports against 
deferred payment. In July 1959, Italian companies were authorized to 
establish foreign branches at their discretion and to subscribe capital 
to related firms abroad without prior specific permit. These measures 
showed their full effect last year. Total capital exports under these 
headings, involving foreign exchange transfers and unrequited ex- 
ports of capital goods to foreign associates, reached the impressive 
figure of 170 million dollars. In turn, exports against deferred 
payment amounted to something like 200 million dollars. The two 
curves of exports and export receipts have shown in 1960 a pro- 
gressive tendency to diverge from each other. 

However, the most salient feature of the year in the field of 
capital exports was the extraordinarily large increase of 410 million 
dollars in the Italian banking system’s foreign assets following a set of 
measures which first entitled banks to build up their own foreign 
currency holdings and then enjoined them to eliminate their net debit 
positions in foreign exchange. 

This considerable outflow of Italian capital was only partly offset 
by an increase in foreign investment in Italy, large though it was. On 
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balance, capital movements reduced our official gold and foreign 
exchange reserves by 237 million dollars in 1960, whereas they had 
added 182 million dollars to our reserves in 1959. 

The present tendency for the balance on goods and services 
account to fall again into deficit makes it plain that last year’s capital 
exports were of a temporary nature and that Italy cannot as yet be 
numbered among structural capital exporters. 

Consequently, if we consider the two most pressing international 
economic problems now engaging the attention of governments, 
namely, aid to developing countries and international liquidity, Italy’s 
contribution will have to be more particularly concerned with the 
latter, which is more appropriate to our present situation. 

While Italy has not failed, and will not fail, to help also in the 
solution of the former problem, her contributions will have to respect 
limits and take forms compatible with the requirements of her own 
economic development. These are the principles behind our recent 
measures concerned with insurance and credits for projects executed 
abroad by Italian firms, and also the proposed bill on export credits, 
which has already been approved by the Senate and provides for new 
forms of financing to importers in developing countries. These new 
forms are more suitable for the needs of these countries and at the 
same time more in line with the principles of sound monetary policy, 
in so far as it will become possible to raise the required funds on the 
capital market and so to avoid the danger that the central bank may 
have to foot the bill for export credits, as happened more than once 
recently. 

Given our own need to go on expanding employment at home, 
our future contributions to developing countries will, in any event, 
call for a comprehensive foreign aid programme. We shall have to 
decide not only on the overall volume of domestic resources which 
can be deflected to this purpose, but also to specify the sectors in 
which output can be further increased to meet the particular needs of 
these countries. 

In the field of international liquidity, Italy took the helpful step 
last year of eliminating the debit balance of the foreign exchange 
position of the banks vis-a-vis foreign countries via an increase in 
foreign currency lending abroad. 

This was accomplished almost entirely by means of purchases of 
spot dollars from the Italian Exchange Office against lire and subject 
to a re-purchase agreement; in this way it was the Exchange Office 
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and not the banks which assumed the dollar exchange risk. These 
various operations in turn led to a reduction of official dollar reserves 
financed by the Exchange Office with domestic currency issued by 
the Bank of Italy. At the same time, the Italian banks’ dollar holdings 
increased and the burden of financing total foreign exchange reserves 
shifted in some measure from the Exchange Office to the banking 
system. 

While these measures were dictated by cyclical developments, 
they have had the consequence that the Italian banking system is now 
taking a larger part in the two-way operations of borrowing and 
lending foreign currencies abroad, and is doing less of its former 
business of borrowing foreign exchange abroad for domestic lending. 

The obligation on the banks to eliminate their foreign exchange 
debit balances is part of a policy designed to facilitate internal 
liquidity control by protecting the domestic market from the poten- 
tially disturbing effects of certain short-term capital movements. 

These are some of the less well-trodden paths along which 
monetary policy can proceed. The regulation of bank operations with 
foreign countries offers other opportunities of intervention to this 
purpose, which have gained in importance with the recent expansion 
of this type of business. 

A point to stress is that the banking system has increased its 
assets in foreign currencies abroad well beyond the measure which 
would have been necessary to comply with the requirement to elim- 
inate its net debit position in foreign exchange vis-a-vis foreign 
countries. In this manner the banking system has built up a liquidity 
reserve in convertible currencies. On March 31 of this year, this 
reserve, calculated as the difference between the bank’s lending and 
borrowing abroad, amounted to 57 billion lire. 

The net foreign exchange credit position of the Bank of Italy 
and the Italian Exchange Office increased by 572 billion lire in 1959 
and by 65 in 1960. This change represents the burden of financing 
which fell upon the central bank. Given that the banks increased their 
net foreign debit position by 54 billion lire in 1959 and reduced it by 
208 in 1960, liquidity creation due to the foreign sector diminished 
from 518 billion lire in 1959 to 273 billion in 1960. 
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Production and the Sources of Finance 


The general conditions of economic activity in 1960 were, at 
least in part, the result of developments during the preceding two 
years, when high liquidity formation and the reduction of interest 
rates prepared the ground for the growth which took place during the 
second half of 1959. The expansion of foreign demand and later the 
expansion of productive investment gave new impulse to the upswing. 

Foreign trade acted both as an expansionary and as an equi- 
librating factor. 

After growing still further in the first few months of last year, 
foreign demand settled down at the top, though not without faltering 
somewhat around the middle of the year. In the most recent months it 
showed promising signs of going ahead once more. In its turn, 
investment in plant is picking up again after coming to a halt on a high 
plateau last summer. This tendency was recently reinforced by re- 
newed activity in building, both public and private. The reconstitution 
and adjustment of stocks to higher activity proceeded at a brisk pace 
during the first half of last year. Stocks continued to increase later on 


also, especially for work in progress, in connection with growing 
output. 

The persistence of the boom enabled employment to expand 
very considerably and, with wage rates rising at the same time, there 


has been a conspicuous increase in disposable income for con- 
sumption. 


In response to these various impulses, industrial output rose at 
altogether unprecedented rates. The annual index of industrial pro- 
duction was actually 13.7 per cent higher than the year before and 
placed our country ahead of all other main industrial nations of 
Western Europe, so far as growth of output is concerned. We are still 
in the lead, and although the rate of expansion slowed down during 
the second half of last year, the index for the first quarter of 1961 is 
nearly 10 per cent higher than that for the corresponding period of 
1960. 

A signal contribution to the overall advance of industrial pro- 
duction was made by the producer goods sector and more particularly 


by capital goods, which surged ahead at the average annual rate of 
19.4 per cent. 
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Contrary to what happened the year before, public building 
provided no further stimulus to demand; indeed, had it done so, it 
might have over-heated the economic activity. It is in this light that 
we have to assess the pause in public works construction last year and 
also its recent revival. 

With productive activity expanding all round, the economy had 
a greater need of working capital, not least for larger stock in trade 
and work in progress. In response to this need, short-term credit to 
the private sector rose by the conspicuous amount of 1,186 billion 
lire, compared with 678 billion in 1959 and 203 billion in 1958. 

The banks’ investment portfolios rose by 264 billion, which is 
only about one-third of the preceding year’s increment of 794 billion. 
The exceptional increase in 1959 was largely due to Treasury bill 
purchases in the considerable amount of 501 billion; with lower 
liquidity in 1960, the banks bought only 47 billion’s worth of 
Treasury bills. 

In both years, banks invested heavily in private securities and 
more particularly in bonds of special credit institutes, of which an 
additional 232 billion were taken in last year, against 217 in 1959. 

These loans and investments were largely covered by net de- 
posits, though the banks also had to draw on the liquidity reserves 
they had built up in preceding years; to a much smaller extent, they 
had to resort to borrowing from the Bank of Italy. 

New deposits in 1960 amounted to 1,368 billion lire (as against 
1,271 the year before), but, since 307 million had to be paid over for 
compulsory reserve, only 1,061 billion have remained available. In 
addition, the banks were supplied with 69 billion from sources other 
than ordinary deposits, 37 billion through borrowing from the Bank 
of Italy and 322 billion drawn from liquidity reserves; this latter 
figure is the resultant of a 359 billion reduction in free Treasury bill 
holdings and small offsetting increases in other liquid assets. 

Ample liquidity on the capital market and the lower claims made 
upon it by the Treasury enabled the private sector to raise medium- 
and long-term funds in the total amount of 1,638 billion, partly 
through loans and mortgages and partly through share and bond 
issues. In 1959 the corresponding amount was 1,064 billion. 

This is a very considerable increase, which alone just exceeds the 
increase in gross fixed investment during the same period. Simul- 
taneously, companies accumulated larger internal funds from de- 
preciation and other sources of self-financing; all these remained at 
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the companies’ disposal and so served to improve their liquidity 
position, or at least to contain the deterioration which would 
otherwise have resulted from the financial requirements of increased 
stockbuilding and higher activity. 

However, not all firms were able to take advantage of medium- 
and long-term funds to strengthen their liquidity position. On the 
whole, the beneficiaries were companies which could appeal directly 
to the market through bond and share issues. These companies raised 
far more medium- and long-term funds than they needed for the 
year’s fixed investment, and were therefore able to use the excess to 
consolidate their short-term debts and sometimes to reduce their bank 
debts, and for the rest to deposit funds with the banking system 
pending their use in future investment programmes. 

If we have dwelt at some length on all these aspects, it was to 
show that, however much the banks’ short-term assets expanded, they 
still do not reflect the full measure of the productive system’s 
short-term increased credit demand. Another important point is that 
the overall improvement in business liquidity was the result of two 
different developments: companies which were in a position to shift 
to short-term uses the funds they had raised on the capital market 
gained while others suffered appreciable liquidity losses. 

In all, the private sector in 1960 raised a total of 880 billion lire 
through loans and mortgages and another 758 billion through share 
and bond issues. This latter figure was approximately double the 1959 
one, while loans and mortgages had amounted to 691 billion in 1959 
and to 580 in 1958. Total security issues, excluding government bonds 
but including bonds floated by special credit institutes which passed 
the proceeds on to firms in the shape of loans and mortgages, rose 
from 601 billion lire in 1959 to 1,160 billion in 1960; 664 billion of 
which was raised through bond issues and 496 through share issues. 

The capital market’s friendly disposition enabled the cost of 
borrowing to continue and indeed accelerate the steady descent it had 
begun in 1958. 

Demand for securities kept growing all the time, boosted not 
only by larger saving but also, and even more so, by the Italian 
investors’ growing interest in this form of investment and by the 
strong growth of foreign investment. 

Bond and share issues together amounted to 71 per cent of new 
liquid assets in 1960, whereas the corresponding percentage had been 
48 in the two-year period 1958-59 and 45 in 1956-57. 
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As regards the increase in foreign demand, the figures speak for 
themselves: net foreign investment, mainly in equities, was 142 billion 
lire in 1959 and 278 billion in 1960. 

Large as it was, the increase in new share issues was not 
sufficient to match demand and the resulting strain was reflected in 
stock exchange prices. 

The period of steadily rising share prices coincided with the 
strongest expansion the Italian economy has known since the stabiliz- 
ation of the lira in 1947. It is not by accident that share prices 
declined most steeply precisely at the end of last summer and in the 
autumn, when there was some uncertainty about the chances of 
continued rapid development; similarly, the subsequent recovery of 
share prices towards the end of the year and the more recent rising 
trend followed close on the heels of a distinct improvement in the 
economic outlook both for Italy and the world at large. 

Nor were the mentioned basic factors at work in the stock 
market the only ones to have influenced the equity markets. Other 
financial and also institutional factors combined with them to cause 
unusually wide fluctuations in equity prices. 

The liquidities left, at the time, at the disposal of the market and 
the banking system to bolster the production drive, were bound to 
find their way, directly or indirectly, also to the stock exchange and 
into stock market operations. This is no unsound development as 
such, and so long as stock exchange business expands in step with the 
economy and avoids excesses it provides the basis of a healthy capital 
market. 

But the adjustment process in equity prices went on at a time 
when the basic bull factors were especially active, while the rapid 
widening of the market raised new institutional problems which 
could not be solved so quickly. In these circumstances the market 
occasionally moved ahead much in excess of its normal rate of 
development, in spite of the fact that right through the year, in- 
cluding the period from January to September, the market’s and the 
banking system’s liquidity diminished steadily. 

What happened was that despite large increases in output some 
companies still found themselves in a liquid position, so that the 
increase in short-term credits to the private sector, while in itself 
considerable, was not enough to absorb the full credit potential and 
left some of it free for other uses. 
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When bank liquidity eventually fell further, not least because of 
increased credit demand by firms, this happened to coincide with the 
period of uncertainty to which allusion was made above, as to 
whether the basic sustaining causes of the equity firmness were likely 
to continue. The ensuing reversal of trend, supported also by specu- 
lative forces encouraged by the narrowness of the market and the 
relatively small number of so-called institutional investors, caused the 
September-October downturn. 

Once a series of sharp fluctuations had eliminated the peak of 
last August and September, the market settled down and later again 
developed a fairly firm tone. 

For the rest, prices on leading stock markets elsewhere in 
Europe also moved around their highest level since the war. The 
decisive advance of equity prices throughout the first nine months of 
the year gave way to a sharp retreat early in the autumn, the fall being 
most painful where the preceding rise had been largest and most 
prolonged; later, share prices recovered some of their losses and 
settled down in a calmer market. The corrective movement, inciden- 
tally, also coincided with a spate of new issues in connection with 
large-scale capital increases, and this was without doubt a con- 
tributory cause in the setback and new equilibrium of the stock 
markets. 

Turning now to the medium- and long-term loans of the special 
credit institutes, we note that they increased by 566 billion lire in 
1960, as against 375 in 1959. 

The institutes which expanded their credit most are those en- 
gaged in financing industry, public works and building. By contrast, 
land-improvement credits by agricultural credit institutes expanded 
no more than they had done the year before. 

The industrial credit institutes owed the broadening of their 
operational base not only to the liquid position of the market, which 
enable them to raise funds at a lower cost; a major factor was this 
credit sector’s own structural evolution and technical improvement, 
as well as its closer collaboration with commercial and savings banks. 
These latter help both in fund-raising and in lending, and moreover 
spread the loans more widely and so work to the special benefit of 
small-scale and regional enterprise. 

In 1960 it was not only the major institutes that expanded their 
activity, but in considerable measure also the newer and smaller 
institutes. The bank sections concerned with public works and public 
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utility installations had 111 billion’s worth of loans outstanding at the 
end of the year, representing an increase of 53 billion; not the least 
merit for this belongs to five new sections which only started oper- 
ating during the year. 

This is a useful experience which has its lessons also for purposes 
of credit assistance to agriculture. If the volume of land improvement 
credits is to expand as envisaged in the overall investment programme 
of the Green Plan, it will be necessary not only to adjust interest rates 
to the peculiar needs of agriculture but above all also raise much 
more funds through bond issues. 

As regards the geographical pattern of the special credit insti- 
tutes’ lending operations, the southern regions and the islands have 
considerably improved their position, also in relative terms. Never- 
theless industrial development in the south will require much more 
further help from all credit institutes. 


The Money Market and Liquidity Control 


The trend towards a widening of the money and capital markets 
became more pronounced in the course of 1960, when total new 
assets amounted to 3,240 billion lire. This was more than 600 billion 
in excess of asset formation in 1959. The flow in 1960 was composed 
as to one-third of securities and as to two-thirds of other credits. 

With particular reference to the money market, it is common 
knowledge that the economy’s additional demand for liquid funds in 
connection with a growing volume of money transactions can be met 
from three distinct sources: one external source, namely balance-of- 
payments surpluses leading to the net purchase of foreign exchange, 
and two internal sources, namely the public and the private sector’s 
short-term borrowing. 

In the five years from 1956 to 1960 the development of primary 
liquidities, that is, note and coin circulation plus current accounts, 
proceeded on exactly parallel lines with the development of short- 
term credits. Secondary liquidities (including bank deposits other 
than current accounts, short-term advances to the Treasury and 
Treasury bills) expanded somewhat faster, so that their share in total 
liquid assets has risen from 38.8 to 45.1 per cent. With primary 
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liquidities expanding at higher rates than national income, the vel- 
ocity of circulation of money supply has been falling, as it typically 
does in periods of growing confidence in the stability of the value of 
money. 

Together, primary and secondary liquidities have, then, ex- 
panded more than short-term credits; the excess was transferred from 
the money to the capital market. In our credit system, this transfer 
mainly takes the form of bank funds being made available, in due 
proportion with other assets, to medium- and long-term credit insti- 
tutes and sections. 

If we look at the relative contribution of the various sources of 
liquidity to total liquid asset formation during the last five years, it 
will be seen that the public sector has been playing a progressively 
smaller and the foreign and private sectors a larger part. In 1960 the 
private sector was especially predominant. 

The annual rate of increase of the Treasury’s short-term bor- 
rowing diminished throughout the period 1956-1959, except for 
1958, a year of ample liquidity when no government loans were 
floated on the capital market and the Treasury made heavy claims on 
the commercial banking system. In 1959, still in the presence of high 
liquidity, the Treasury borrowed only 44 billion lire at short-term, but 
as a result of a shift in its sources of finance the Treasury became still 
more indebted to the banks while it repaid some of its debt to the 
Bank of Italy. In 1960 the Treasury slightly reduced its overall short- 
term indebtedness. 

As a result of these developments, the share of short-term credits 
to the Treasury in total credits outstanding fell from 45 per cent at 
the end of 1955 to 30.7 per cent at the end of 1960. 

The annual surplus in foreign payments kept growing until 1959 
and then dropped by half last year. At 2,000 billion lire, gold reserves 
and short-term claims to foreign countries constituted 16 per cent of 
the total volume of short-term credit at the end of 1960, compared 
with 6.7 per cent at the end of 1955. 

The volume of the private sector’s new borrowing from the 
banks, finally, diminished until 1958. This was a counterpart to the 
other two sectors’ heavy claims on bank credit, but when first the 
Treasury and then the foreign sector changed course, the private 
sector’s bank borrowing picked up to such good purpose that it more 
than trebled its 1958 amount in 1959 and then again almost doubled 
the 1959 amount in 1960 (1,186 billion against 678 in 1959 and 203 
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in 1958). The proportion of bank credits in the total of short-term 
credits outstanding grew from 48.3 per cent at the end of 1955 to 
53.3 per cent at the end of 1960. 

The surplus of total new liquid assets accruing to the private 
sector over its short-term borrowing, the so-called liquidity surplus of 
the private sector, amounted to 439 billion lire in 1960, as against 
855 in 1959 and 1,030 in 1958. 

In 1958, bank loans exceptionally grew less than bank money. 
This was a reflection of the diminished “multiplying” function of the 
banking system in the presence of a sharp liquidity increase arising 
from the foreign sector and a slower rate of growth of production. In 
1959, bank loans and bank money increased in almost identical 
measure, and in 1960, finally, the growth of bank loans far exceeded 
the formation of bank money as a result of higher economic activity 
and less liquidity formation through foreign surpluses. 

The banking system’s primary liquidity reserves (that is, cash, 
Treasury bills and balances at the Treasury and at the Bank of Italy in 
the form of voluntary deposits and unutilized credit margins) dimin- 
ished appreciably both in relation to deposits and in absolute terms. 
Nevertheless, they were still sufficient for the volume of business. 
Their percentual ratio to deposits dropped from 11.3 per cent at the 
end of 1959 to 6.6 per cent at the end of 1960, and in absolute terms 
primary liquidities fell from 999 to 677 billion lire. 

This reduction in the banks’ primary liquidity reserves is in sharp 
contrast with their considerable expansion during the two preceding 
years. The main reason was the contraction in liquidity emanating 
from the purchase of foreign exchange; at the same time, the Bank of 
Italy also increased by a lesser amount its net advances to the banking 
system. Treasury operations were practically neutral in both these last 
two years, in the sense that they neither created nor destroyed bank 
liquidity in any significant measure. 

The creation of claims on the Bank of Italy through any of the 
operations mentioned or through transactions of the Treasury is 
subject to wide cyclical fluctuations; by contrast, factors that tend to 
absorb these claims, namely, the expansion of the note circulation and 
of the banking system’s compulsory reserves, behave in a more stable 
manner. This was proved once more by the experience of the last two 
years. While total note circulation and compulsory reserves together 
expanded by something like 450 to 500 billion lire in both years, the 
creation of bank liquidity due to the operations of the Bank of Italy 
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and the Treasury declined from about 650 billion lire in 1959 to 
about 200 billion in 1960. As a result, bank liquidity expanded by 
some 200 billion lire in 1959 and contracted by about 300 billion in 
1960. 

No change took place in 1960 in the proportion in which 
primary and secondary liquidities contributed to total liquid assets. In 
1959, by contrast, primary liquidities had expanded much more in 
relative terms. This was especially true of bank money and can be 
regarded as a reflection of the distinct change in the cyclical climate. 
The previous years’ tendency to switch over to more durable forms of 
investment hardened in 1960, when the shift went even beyond the 
maturity limits of secondary liquidities well into the field of equity 
and bond investments. 

Among the sectors which exercised a demand for money in 1960, 
the private sector was outstanding. The Treasury maintained a neutral 
position as a creator of liquidity, and the foreign sector’s liquidity 
deficit was about half as big as the year before. This means that, 
contrary to what happened in 1959, when the foreign sector played 
the leading part in liquidity creation, or in 1968, when the foreign 
and the public sector together took the limelight, the market’s 
increased liquidity demand was, in 1960, met mainly by the banking 
system’s activation of the liquidity reserves it had previously accumu- 
lated. This circumstance confirms the alternative functions which, in 
normal conditions, devolve upon the separate components of liquidity 
creation, and shows up in particular the high degree of substitutability 
between the external component and the domestic private sector, 
according to the shifting pattern of cyclical influences emanating from 
internal and international trade. 

To this observation we might add the other, obvious one, that 
the expansion of bank credit is limited by the banks’ liquidity situ- 
ation, which in turn depends largely upon the Treasury’s and the 
central bank’s operations. It follows with all desiderable clarity that 
an orderly control of liquidity requires constant and close collabor- 
ation between the Treasury and the central bank. This seemed 
perhaps less urgent in the past, when the dominant part in liquidity 
creation was played by the foreign sector — that is, when large-scale 
sales of foreign exchange to the monetary authorities created far more 
liquidity than the operations of the Treasury and the banking system. 
But collaboration between the Treasury and the central bank is once 
more assuming its full importance now that the falling balance-of- 
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payments surplus is reducing the foreign component’s relative weight. 
The shift from foreign sources of liquidity to internal sources is of 
course, as need hardly be recalled, the result of a change in the order 
of priorities of our country’s economic policy objectives. Having built 
up our reserves to an adequate level, we can now afford to assign to 
domestic uses the real resources which in the last three years gave us 
an export surplus in goods and services, as well as those which we can 
buy abroad with the proceeds of emigrants’ remittances and of other 
unilateral transfers we receive. 

We all know that the strengthening of our reserves, especially in 
the first few years after the stabilization of the lira, was a matter of 
paramount importance for the orderly progress of liberalization in the 
field of foreign trade and payments. Now, if we look from the point 
of view of liquidity creation at the environmental factors and 
economic policy measures which did most to help us build up our 
reserves, pride of place belongs to the sound proportion we kept 
between the growth of government spending and government 
revenue, as well as to the Treasury’s strict financial practices in 
covering the budget deficit, which were intended to reabsorb, from 
time to time, a large part of the liquidity created by the deficit. There 
can be no doubt at all that the containment within moderate limits of 
liquidity creation by the Treasury and the at least equally strict 
principles which the central bank observed in its lending operations 
have pushed the market mechanism into producing balance-of- 
payments surpluses and thereby shifting liquidity creation to the 
external sector. In turn, the balance-of-payments surplus was achieved 
without imposing unduly deflationary pressures upon the Italian 
economy, largely because to the said surplus contributed generous 
unilateral transfers to our country and our exporters’ conquest of 
foreign markets was favoured by the slight inflation which, for the 
past five years, has reigned throughout the world. 

In recent Annual Reports, it has already been noted that 
liquidity creation through the rapid expansion of the gold and foreign 
exchange reserves in 1958 and 1959, and through the Treasury’s 
short-term borrowing in 1958, was somewhat in excess of the 
market’s normal needs. This happened because of the limited elas- 
ticity inherent to the other internal source of liquidity, that is, 
because the volume of bank credit did not vary sufficiently in off- 
setting directions; in 1958 an additional cause was the slower rate of 
productive expansion. 
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Equally, it has been noted that the excess liquidity was 
deliberately not reabsorbed, so that it could bring about a reduction 
of the general level of interest rates and provide a stimulus for 
economic recovery. Both purposes were achieved. The years 1958 
and 1959 will most likely be remembered in the future as those when, 
under the additional impact of our country’s growing integration in 
the world economy, the structure of interest rates in Italy finally 
moved more closely to the levels prevailing in more capital-intensive 
countries. 

Once economic recovery was well on the way and liquidity 
creation in the foreign sector still continued strongly, the Treasury 
resumed its financing on the capital market towards the middle of 
1959. In little more than six months, in July 1959 and again in 
January 1960, two Treasury bond issues produced 434 billion lire of 
new money for the Treasury. This sum was roughly the equivalent of 
the Treasury’s own cash requirements from the beginning of 1959 to 
the end of the first quarter of the current year. Therefore, all the 
remaining funds raised by the Treasury in the meantime, mostly 
through the sale of Treasury bills made especially to the banks, were 
available for repayments to the Bank of Italy. 

In 1961 so far the absolute level of bank liquidity has not shown 
appreciable changes. In these circumstances, the monetary authorities 
did not consider it advisable to proceed to any further issues of 
government bonds, the proceeds of which would, in the current 
favourable position of the cash budget, have served to destroy 
liquidity in the same amount. 

Looking at the near and not quite so near future, it is safe to 
assume that the balance of payments will be more or less in equi- 
librium. The Treasury’s present favourable position, on the other 
hand, may well change when a number of extraordinary expenditure 
programmes, which are already planned or are being planned, reach 
the stage of implementation. Given that the Treasury’s increased 
requirements will be predominantly for higher investment, it is to be 
hoped that when they arise they will be financed in the most 
orthodox manner, namely by recourse to the capital market. This is 
the only way to avoid that the public sector becomes a source of 
inflationary pressure, just as in the recent past it has avoided be- 
coming a source of deflationary pressure. 

In the conditions we have described, the central bank may be 
called upon to regulate the process of liquidity formation by action 
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also on the other internal component, namely bank credit to the 
private sector, through the multiplier effect of the increased funds 
which may be put at the disposal of the banking system. It may 
happen that the anticipated change in the relative weight of the 
various sources of liquidity will provide an opportunity for tailoring 
money supply more closely to the market’s real needs. Obviously, any 
measures of monetary policy which it may be thought right to apply 
will be put into effect with all due caution, especially with regard to 
their repercussions on the balance of payments. A balance-of- 
payments deficit would be acceptable only on condition that it is seen 
to be the effect of purely transitory causes and therefore strictly 
related to the short period. 

The changes which are taking place in our money and capital 
market testify to our country’s progress towards advanced forms of 
economic order more in keeping with her new position as an industrial 
nation, and one of the most dynamic at that. Even so, our economy 
has, in some cases, run ahead of its own institutions. 

These changes also confirm the greater role played by short- and 
long-term credit in the finance of the domestic economy’s devel- 
opment. To finance a process of development in a regime of stable 
money in an open economy presents the monetary authorities with 
anything but an easy task. 

Conscious as we are of the limits of monetary and credit policy, 
we are nevertheless convinced that a policy alert to new needs, 
differentiated in its methods and ready to adapt itself at all times to 
the shifting aspects of economic life and to the new forms which old 
problems may assume, is an indispensable supporting and stimulating 
element in the process of development. 

In its time we had the danger of large-scale and open inflation; 
now we have less eye-catching but for that reason no less harmful 
varieties of it. In these circumstances the conduct of monetary policy 
requires a patient and painstaking effort of continuous adjustment 
both of policy instruments and of their use to the multitude and 
mutability of the problems at hand. 

A monetary policy, which is firm in its ends but flexible in its 
means and manifestations, obviously requires a high operating ef- 
ficiency on the part of the money and credit system as a whole. The 
valuable and fruitful co-operation which banks and other credit 
institutes extend to the central bank has been in the past and will 
continue to be the best guarantee of the smooth functioning of the 
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system, in harmony of purpose with the activities of the central bank, 
for the achievement of objectives which are common to us all. 


Italy is this year celebrating the centenary of her political unity. 
The act of unification in 1861 was so momentous an event in the 
history of our country that other, related, anniversaries are necessarily 
overshadowed. But we may be forgiven if, in this house, we think it 
worth commemorating also the birth of the lira, which took place on 
the very morrow of the proclamation of the unitary state. Nor should 
we forget that national unity also stood at the cradle of a trade policy 
intent on opening the Italian economy more widely towards the 
world market. 

This policy, as we know, has had its vicissitudes and setbacks. 
But we should always remember that the very makers of our unity, 
conscious as they were of the initial shortcomings of the national 
production system, always upheld the doctrine that the economy of 
Italy could draw stimulus and vigour from international competition 
and that her development stood to gain more from free trade than 
from protectionist restrictions. 

The same principles later inspired our greatest statesmen and 
were propounded and defended, with scientific objectivity and po- 
lemical ardour, by an uninterrupted line of our foremost economists. 

The trade liberalization policy of the post-war years has, 
therefore, a more direct and closer link with Italy’s original foreign 
trade policy than might appear at first sight. It is not by accident that 
the man who firmly set our country going on the road to freer foreign 
trade after the war, who dispelled all the recurrent fears awakened by 
this policy and constantly preached its certain and durable benefits, 
who had the vision to point the way towards new and bolder forms of 
international integration — that the man who did all this should have 
been no less outstanding a scholar than he was a statesman: Luigi 
Einaudi, whose firm, unswerving and untiring support of free trade is 
enshrined in an impressive row of published works. 

If international competition is indeed the most powerful in- 
centive towards our country’s economic development, there can be no 
doubt that, in turn, its strongest pillar is monetary stability. This, too, 
is a lesson handed down to us through a century of Italy’s — some- 
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times painful — experiences as a nation state. At the outset, six issuing 
banks discharged a function of direct entrepreneurship in financing 
the slow and arduous early stages of development. Slowly they 
withdrew from this forward position to become the pivots of a new 
credit system which gradually enriched its structure through insti- 
tutional evolution. This in turn affected the issuing banks, whose 
number was reduced to three in the 1890s and eventually to one in 
the last stage of unification. 

Faced with the requirements of the more rapid pace of growth 
which, towards the end of the nineteenth century, marked Italy’s first 
steps as a modern industrial nation, our original credit system ran into 
some troubles and occasionally fell into grave excesses, especially 
during the difficult years of the great depression. When eventually it 
became imperative to take corrective action, this took the shape of a 
comprehensive banking reform, which will always be associated with 
the name of its foremost architect, my distinguished predecessor 
Donato Menichella. 

He has deserved well of his country and of the banking world by 
carrying through the above-mentioned structural reorganization of 
our credit system and by introducing into it such changes as the 
course of economic events called for. Later he earned - and, with 
truly impressive warmth and unanimity, was accorded - the highest 
recognition for his astute, swift and firm action to restore the internal 
and external stability of our currency after the second world war. 

Today we can look back and state that, while real income per 
head has tripled in Italy since 1861, more than half the improvement 
took place in the years between 1951 and 1960. These are the years 
when, not least by virtue of new technologies which attenuated some 
of our economy’s structural weaknesses, we attained the goals set by 
the fathers of Italian unity: our country has at last definitely become a 
centre of manufacturing industry, firmly established in the great 
currents of world trade. 

Our unity, it is true, has still to be consummated on the plane of 
economic conditions and living standards in the different parts of our 
country. Never have we been more conscious of this than in the 
present centenary year. But for all that it is both a right and a duty for 
us to give due recognition to the results achieved so far, if only to 
acknowledge the means which have been given us to make a more 
decisive attack on this grave and ancient problem. Nor must we fail to 
learn the lessons which the road we have travelled in the past may 
hold for our progress in the future. 








Concluding Remarks for 1961 


Gentlemen, 


Hardly two months ago the government’s Report on the 
Economic Situation in Italy laid before Parliament and the nation a 
broad picture of the course of Italy’s economy in 1961. Since then, 
the government has, in a number of other documents and program- 
matic statements, made public its own considered view of the 
problems and priorities to which economic policy in general is to be 
directed. 

In speaking to you today at our annual meeting, I shall regard it 
as my duty to discuss more particularly the role incumbent upon 
exchange policy, international co-operation and domestic monetary 
policy in countercyclical as well as in more forward-looking action. In 
so doing, I shall dwell especially on the institutions and mechanisms 
by which monetary flows are channelled into the public sector and 
private investment. 


World Economic Conditions, Co-operation between Central Banks 
and International Liquidity 


For the world’s industrial countries generally, 1961 was another 
year of economic expansion, although individually many countries 
experienced pressure on prices or on the balance of payments, leading 
to considerable shifts in their competitive position beyond those 
following upon the currency revaluations of March 1961. 

The United States’ overall balance-of-payments deficit, though 
somewhat smaller than in 1960, was still very large, because the 
current surplus was not enough to finance the net outflow of short- 
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and long-term private capital, economic aid to other countries and 
military expenditure abroad. Canada and other primary-producing 
countries, on the other hand, had current deficits offset by large 
inflows of foreign capital. The United Kingdom and the rest of the 
sterling area were in deficit, though less so than in recent years. 

The inflationary pressures experienced by several European 
countries were, at least to some extent, of outside origin. It stands to 
reason that, in a system of large-scale foreign trade and generally 
fixed exchange rates, inflationary pressures generated in any one 
country tend to spread to the rest of the world, while, conversely, 
their effect on the price level of the originating country tends to be 
mitigated by imports. It follows that international price movements 
and balance-of-payments disequilibria are the two principal means of 
adjustment for such inflationary or deflationary pressures as may 
appear in individual countries. 

All through the 1950s and still at the beginning of the 1960s, 
economic policy everywhere was generally of an expansionary nature. 
By and large, the response was a growth of supply in real terms 
sufficient to allow the authorities to retain control over prices even in 
conditions of nearly full employment. In some countries, never- 
theless, the policy of sustaining demand has tended more readily to 
generate inflationary pressures, and the monetary authorities then 
found themselves faced with the painful alternative of either applying 
restrictive measures which, in some circumstances, might be apt to 
lower the degree of capacity utilization and thereby to slow down 
economic growth, or else of accepting the erosion of money for a 
certain time, only to clamp on restrictions later. 

In other, more favourable, conditions it was somewhat easier to 
combine monetary stability with growth. From this point of view, the 
experiences of the last ten years repay close study, in so far as they can 
teach us much on the basic conditions of success in this matter. 

The first lesson is that in the countries most closely integrated in 
international trade, the conditions of growth are most propitious 
when the necessary maintenance of a high level of aggregate demand 
does not conflict with the equally necessary maintenance of a high 
degree of competitiveness which in turn depends, among other 
things, on a rise in productivity. Without that essential condition, 
foreign demand is unlikely to expand in the desired measure or, if it is 
stimulated artificially, cannot by itself ensure rapid and balanced 
growth. By contrast, a strong competitive position provides the means 
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to finance an abundant flow of imports and, through its effects on the 
strength of the currency, makes it possible to avoid recurring restric- 
tions on demand for the sake of the balance of payments. There is the 
warning example of the United Kingdom to show how such restric- 
tions depress investment and with it the whole rate of expansion. 

It is quite certain that during the 1950s the prospect of strongly 
rising foreign demand was an important growth factor for many 
industrial economies. There is more than one reason for this. First of 
all, the incidence of exports on the net product of industry is 
relatively greater than that of any other component of global demand. 
Secondly, the expectation of rising exports has a decidedly favourable 
impact on the view one takes of the extent to which sustained and 
growing demand can be met with available resources. And thirdly, 
these expectations are, in their turn, encouraged by a high rate of 
expansion, just because of its effect on productivity and hence on 
competitive strength. 

Experience has also confirmed the close correlation between a 
high rate of expansion and a rapid improvement of productivity, thus 
proving the conclusions of economic analysis to the effect that self- 
sustained growth can be generated by rising productivity and ex- 
panding export markets. Countries in an initially weak competitive 
position have had the greatest difficulties in containing money in- 
comes within the limits of a slow improvement in productivity, and 
this has further weakened their ability to compete and has slowed 
down growth, thus inaugurating a downward spiral from which it is 
hard to escape. To try to expand demand in such a situation with the 
object of raising productivity, to the extent that is necessary to keep 
costs stable, is indeed exceedingly difficult in the short run, in view of 
the narrow margins of unutilized capacity and of weak foreign re- 
serves. Conversely, countries in an initially strong competitive pos- 
ition have found it easy to absorb rising wage costs in periods of 
heavy pressure of demand for capital and labour and hence to 
maintain a high rate of growth, because a rapid increase in pro- 
ductivity has enabled them to defend or even to strengthen their 
competitive position. 

Despite the greatest efforts, in fact, few countries succeeded 
during the last ten years in making the transition from a low to a high 
rate of growth. Nothing could provide better proof of the fact that, 
quite apart from the purposes and methods of economic policy, the 
creation and maintenance of competitive strength in international 
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markets is quite indispensable in the conditions of the modern 
world. 

It must be concluded, therefore, that one of the principal 
components of growth policy is the removal of foreign trade barriers, 
which encourage non-competitive activities and make it difficult to 
penetrate foreign markets. Another is the gradual elimination of those 
obstacles to the mobility of capital which disturb the international 
movement of monetary flows and savings. A third point to stress is 
the need to make every effort, both by autonomous measures and 
through international collaboration, to even out emergent balance-of- 
payments disequilibria, especially in the major countries. 

Given the great importance which the solution of the growth 
problems of economically less developed countries has for the whole 
world, it is imperative that international collaboration be extended to 
all compartments of economic policy. The experience of the last ten 
years seems to suggest that the efforts of the developing countries to 
achieve rapid growth on a sound basis were most successful in cases 
when it proved possible to avoid inflation, thanks to a supply of 
savings sufficient to cover the large requirements of the public sector, 
and to go ahead with the realization of a detailed and concrete de- 
velopment programme. 

Nevertheless, even the fulfilment of these two conditions does 
not appear to be enough to vouchsafe conspicuous progress in the 
absence of a propitious external situation. Developing countries need 
not only financial and technical aid, but also a system of international 
exchange in which they can expand their exports in a satisfactory 
manner. 

As in industrial countries, only more so, the success of growth 
policy in developing countries is largely conditioned by the balance of 
payments. Without good export prospects, it becomes almost im- 
possible for them to build expansion plans on economically rational 
projects or to mobilize the saving needed for projects requiring 
capital goods which must be paid for in foreign exchange. 

All this points to the expediency of planning for economic 
growth in overall terms, so that limited physical and financial re- 
sources may be correctly allocated between alternative uses of dif- 
ferent degrees of priority and so that the extent of supplementary 
requirements to be met by foreign aid may be assessed. It should be 
added that, in the past, whenever development programmes were 
associated with a vigorous policy of monetary stability, they 
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heightened business expectations of the future course of global 
demand, reduced margins of error and with them the losses which the 
economic system might otherwise have had to incur. 

More even than in 1960, the size and direction of short-term 
capital movements — whether directly or indirectly connected with 
commercial and financial transactions or due to purely speculative 
motives — last year created serious disturbances in the economic 
relations among industrial countries. 

To the extent that money rates are still rising in Europe and, for 
internal cyclical reasons, still falling in the United States, the conflict 
between domestic and external needs to which I drew your attention 
last year must be expected to become yet sharper. I can but repeat 
that the possibility of such conflicts calls for the creation of adequate 
compensatory machinery. In 1961 already, the monetary authorities 
of the industrial nations tried, through close bilateral and multilateral 
co-operation, to neutralize the effects of hot-money movements and 
to make advance arrangements to absorb the shock of foreseeable 
future movements of this kind. 

Bilateral co-operation took the form of agreements between 
central banks, including that of Italy, generally to the effect that some 
of them might hold in their reserves currencies other than those 
traditionally used for this purpose. More specifically, these agree- 
ments also enabled reserve centres to substitute some of the major 
convertible currencies for gold in spot and forward interventions on 
exchange markets. Reciprocal facilities between central banks have 
the advantage of speed, since they can be put into effect without 
cumbersome formal procedures; on the other hand, they are necess- 
arily subject to certain quantitative limitations and, even when no 
definite time limit is set, can apply to the short run only and need to 
be refinanced with more stable resources in case the original dis- 
turbance should persist. Examples of effective central bank assistance 
are the facilities extended in the spring of 1961 to the Bank of 
England and, later that year and again in the early months of 1962, to 
the United States Treasury and Federal Reserve, who now propose to 
build up some foreign exchange balances of their own. 

Multilateral co-operation between the industrial world’s mon- 
etary authorities, again with full Italian participation, has furnished 
the International Monetary Fund with supplementary resources of six 
billion dollars, to be drawn on, if necessary, by countries embarrassed 
by large-scale and sudden movements of short-term funds. The credits 
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which the participating countries may be called upon to put at the 
Fund’s disposal by virtue of this agreement are repayable at the 
lender country’s request in case it should run into balance-of-pay- 
ments difficulties. 

Another important result of international monetary co-operation 
are the agreements between several central banks and the Federal 
Reserve to lay down good-conduct rules for gold transactions and to 
co-ordinate gold purchases in London. The purpose of these agree- 
ments is clearly to mitigate the threats to international monetary 
equilibrium which derive from the existence of two channels through 
which monetary gold requirements can be met, namely, the Federal 
Reserve and the London market, which latter, incidentally, is the 
meeting place not only of central bankers but also of industrial users, 
private hoarders and speculators. 


Italy’s Balance of Payments 


The above general considerations are fully borne out by Italy’s 
economic experiences over the last ten years. Without any doubt at 
all, productivity was the most important single factor to contribute to 
the rapid expansion of output in Italy. The same factor enhanced the 
competitive strength of Italian goods on foreign markets and thereby 
helped to increase exports at a pace fast enough to create a sound 
balance-of-payments position and to enable the country to escape at 
least one category of setbacks and uncertainties which might other- 
wise have handicapped domestic expansion. 

The conspicuous rise in Italian productivity is attributable to the 
economies of scale which domestic growth and growing integration 
with world markets brought in their wake, in so far as they permitted 
the fuller utilization of existing plant and an increase in the size of 
firms. In the last analysis, that is, the rise in productivity was due to 
new investment and to the adoption of new and more efficient factor 
combinations. 

Not all countries, of course, start out from the same position, 
and it must be recognized that Italy was better placed in both respects 
than most other industrial countries, where for some time past firms 
have been bigger and the degree of capacity utilization higher. 
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Another factor to work in Italy’s favour has been abundant 
labour supply, which helped to contain the rise in wages, and pro- 
vided durable support for such competitive advantages as Italian 
goods enjoyed abroad thanks to their quality and to energetic sales 
promotion. 

Naturally, all these factors had the strongest impact on those 
sectors whose outlets were widened by steady foreign demand and 
where international competition, stimulated by import liberalization, 
called forth the modernization of obsolete plant and hence a cost re- 
duction. 

The view that successful foreign trade is the foundation of 
lasting domestic growth is certainly confirmed by the Italian ex- 
perience. Throughout the period 1950-61 exports were the most 
dynamic component of global demand; they increased at an annual 
average rate of 13.3 per cent in real terms, whereas investment 
demand increased by 9.2, consumption demand by 4.8 and total 
domestic demand by 5.8 per cent on the average over the twelve 
years. 

However, as Italy is gradually closing the gap between herself 
and the older industrial nations, we witness a diminution of those 
differences in the rate of increase of productivity and wages which, as 
we noted, were principally responsible for the rapid expansion of 
Italian exports. 

Neither in 1960 nor in 1961 have the overall balance-of- 
payments surpluses given rise to corresponding changes in official 
gold and convertible currency reserves. Part of the surpluses were 
transferred from the accounts of the Italian Exchange Office and of 
the Bank of Italy to those of commercial banks, part of them were 
used to finance drawings on the IMF lire quota, and part of them to 
buy in Italian securities circulating abroad. 

Of an overall surplus of 442 million dollars in 1960, 127 million 
went into official reserves, 268 million were transferred to the 
banking system and the rest was used to extinguish foreign debts or 
grant foreign credits. 

In 1961 the overall surplus amounted to 577 million dollars and 
official reserves increased by 340 million; at the same time, 82 million 
dollars were spent on purchasing Italian securities circulating abroad, 
and other official assets abroad grew by 195 million dollars, princi- 
pally as a result of the International Monetary Fund’s lending out lire. 
These increases owe something also to the fact that, contrary to what 
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happened in 1960, the net foreign indebtedness of the banking 
system rose by 40 million dollars. 

During the first quarter of 1962, Italy ran an overall balance-of- 
payments deficit of 94 million dollars (according to foreign exchange 
statistics), or just about as much as during the corresponding period 
last year. However, official reserves fell by rather more than that, 
namely, by 140 million dollars. The main reason was that the Italian 
Exchange Office again transferred foreign exchange to the banking 
system. 

The banks’ net foreign position has hardly changed since the end 
of 1961. The monetary authorities have been anxious to prevent the 
banking system from becoming a channel through which hot money 
can flow into or out of the country, with all the disturbing effects 
such movements can have on international liquidity and on domestic 
liquidity formation. Nevertheless, the banks were still in a position to 
serve their clients with a considerable volume of credits for foreign 
transactions. 

On March 31, 1962, outstanding credits of this kind amounted 
to 987 million dollars and they were to a large extent financed with 
foreign currency bought by the banks from the Italian Exchange 
Office against lire. Spot purchases from the Exchange Office and 
forward sales to it actually amounted to 664 million dollars at the 
same date, and the Exchange Office’s foreign currency deposits with 
the banks to 113 million dollars. Adding to this another 5 million 
dollars of outright purchases by the banks, the Italian Exchange 
Office in one form or another contributed 782 million dollars to 
finance foreign exchange credits, the rest being financed by the 
banking system’s own holdings. 

But while the Exchange Office’s sales of foreign currency to the 
banks enabled the latter to balance their foreign commitments, it also 
reduced their lire liquidity by a corresponding amount. 

Realizing that some banks were getting into a rather tight 
liquidity position in the course of 1961, the Bank of Italy stepped in, 
through the Italian Exchange Office, to ease the strain. What was 
done was to buy back some of the foreign exchange previously sold to 
commercial banks and then to redeposit it with them. Transactions of 
this kind assumed their greatest volume towards the end of last year 


to relieve the seasonal pressure on bank liquidity; since then they 
have fallen off sharply. 
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The traditional methods by which the central bank increases or 
decreases bank liquidity were in this manner supplemented by a new 
device, which appears especially useful in the light of the fact that 
fiscal charges on commercial bills tend to restrict the use of this type 
of credit, so that the banking system does not always dispose of 
sufficient quantities of rediscountable paper. 

It has been noted earlier that the Italian Exchange Office 
repurchased fairly large amounts of Italian securities circulating 
abroad. Altogether, the Exchange Office had in its portfolio on 
March 31, 1962, securities in the amount of 173 million dollars, 54 
million Swiss francs and 19 million Dutch guilders, in addition to 12 


billion lire’s worth of lire securities optionally payable in foreign 
currencies. 


In January 1962, new provisions entered into force by virtue of 
which non-resident ordinary and capital accounts became freely inter- 
communicating in both directions. The effect was to remove any 
possibility of an unofficial lire rate different from the rate on the 
official exchange market. Since Italian bank notes reimported from 
abroad can be freely credited to non-resident capital accounts and, via 
transfer to ordinary non-resident accounts, transformed into foreign 


currency at the official rate, bank notes can no longer be quoted at 
any other but the official rate. 

Other measures to give additional freedom to capital movements 
were taken in 1961, but it has not so far been possible to remove the 
restrictions on Italian residents’ purchases of foreign shares, given the 
existing differences in fiscal assessment procedures applicable to 
Italian shares on the one hand, and to foreign shares on the other. 
Now that a new provision has been introduced under which income 
tax on dividends is withheld at the source, the extension of the 
applicability of this provision to foreign shares owned by Italian 
residents and duly deposited with the banks, may open the door to a 
further liberalization of equity investment. 

During the second half of 1961 and the first quarter of this 
year, large bond issues were floated on the Italian capital market by 
the International Bank for Reconstruction and Development, the 
European Investment Bank and the Inter-American Development 
Bank. We note with especial pleasure that this was the first issue 
made by the Inter-American Development Bank and we regard it as 
proof of the close ties of friendship which, beyond those of an 
economic nature, link Italy with the nations of the Latin American 
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continent. Nor is it to be excluded that the provisions of the new law 
on export credits may in practice lead the special credit institutes to 
raise on the capital market funds to finance or refinance economic aid 
to developing countries. 

Obviously, the possibility for the special credit institutes to 
finance both the so-called tied credits — tied, that is, to the export of 
Italian goods — and untied credits is limited by the need to distribute 
resources between domestic and foreign claimants. Mediocredito 
cannot provide more money than it has in its endowment fund, unless 
it were, itself, to turn to the capital market, where it would come up 
against the same limitations which the credit institutes also encounter. 

As regards the cost of credits to foreign countries, it may, 
especially in the case of untied credits, seem expedient to keep 
interest charges lower than corresponds to the conditions of the 
capital market. But here again it must be stressed that, in case the 
government should consider such practices to be in the general 
interest, there is only one proper method suitable for the purpose, 
namely, adequate government subsidies either on capital or on in- 
terest account. It is incumbent upon the central bank to press home 
the point that to create means of payments cannot, in any circum- 
stances whatsoever, be allowed to substitute for such subsidies; as the 


guardian of the currency, the Bank cannot evade its primary duty to 
maintain monetary equilibrium. 


Prices, Production and the Sources of Finance 


Turning now to domestic monetary equilibrium, we note that, 
although since the middle of 1960 world raw material prices have had 
a tendency to fall, on the contrary domestic wholesale prices have 
recently had a tendency to rise. 

During the first quarter of 1961, wholesale prices were 
stationary; in the second quarter they declined a little and then they 
started to climb in a more and more pronounced manner. The 
determinant influence in these movements has come from fluctuations 
in the prices of agricultural and food products. These prices have 
been rising steadily throughout the last quarter of 1961 and again 
since the beginning of this year, and while the increase may have 
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owed something to a crop failure here or there and, occasionally, to 
bad weather in vegetable- and fruit-growing districts, it has for the 
most part taken place in response to high domestic and foreign 
demand. 

Wholesale prices for raw materials and manufactures were 
subject to some minor fluctuations last year, but the price level as a 
whole was stable, thanks to the offsetting effects of slightly falling 
raw-material prices and slightly rising product prices. These con- 
flicting movements go back to the middle of 1960, when the rise in 
manufacturing costs began to overtake the increase in productivity in 
some sectors. Between March 1960 and March 1962, raw material 
prices dropped by 3.6 per cent and the prices of manufactures rose by 
3.1 per cent. 

However, the stability of the general level of industrial prices 
throughout 1961 was followed, during the first quarter of this year, by 
a rise of 1.2 per cent, as a result of a certain slowing-down in the fall of 
raw material prices and a quicker advance of those of manufactures. 

Retail prices and the cost of living have been climbing rather 
faster than wholesale prices. During the year ending on March 31, 
1962, the wholesale price index rose by 2.2 per cent, the retail price 
index by 3.9 and the cost-of-living index by 5 per cent. 

It has been the customary pattern for a long time for retail prices 
to rise by about 2.5 per cent a year, even in the presence of a stable 
wholesale price index; but these habitual causes, as it were, were 
recently reinforced by the slight upward movement of wholesale 
prices. In the event, the rise in the indices of retail prices and of the 
cost of living between March 1961 and March 1962 was considerably 
in excess of the long-term trend. 

It is true that food prices, in particular, recently felt the impact 
of some random causes; nevertheless, there remains an underlying 
strain in our price system, as a result of high domestic and foreign 
demand coupled with cost increases tendentially in excess of pro- 
ductivity improvements. 

Our economic system again gave proof of its remarkable capacity 
to expand supply. It is common knowledge by now that the excellent 
results of 1961 raised Italy’s national income by 7.9 per cent in real 
terms and her production curve well above the trend line over the last 
ten years of strong expansion. Furthermore, the rate of increase of 
output speeded up during the second half of the year and more 
especially during the last few months. 
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The index of industrial production, the annual average of which 
rose by 9.1 per cent last year in comparison with the annual average 
of 1960, stood about 15 per cent higher in December last year than 
twelve months earlier. During the last quarter of 1961 overall output 
was more than 5 per cent above the annual average. 

Looking separately at the major components of global demand, 
in terms of current prices and with reference to the last quarter of 
1960, export demand is seen to have risen by 22 per cent, domestic 
investment demand by 16 and consumption demand by 9 per cent. 

The value of fixed investment in industry rose by 21.5 per cent 
between 1960 and 1961. Machinery purchases alone increased by 
25.4 per cent over the year. 

Nearly all branches of industry expanded their investment last 
year, but particularly so the iron and steel, engineering and chemical 
industries as well as petroleum refineries, which together were re- 
sponsible for more than 45 per cent of total fixed investment in in- 
dustry. 

Although industrial companies, generally speaking, were en- 
gaged in large-scale programmes of plant extension, their financial 
position was on the whole satisfactory, although certain aspects of 
abundant liquidity, which had been so marked in 1960, began to dis- 
appear. 

External sources of finance last year furnished industrial com- 
panies with 80 billion lire less new money than in 1960, namely, 726 
billion as against 806. The contraction was wholly due to the com- 
panies’ reduced direct recourse to the market in the form of bond and 
share issues; the drop from 627 billion lire in 1960 to 487 billion in 
1961 was not fully offset by the special credit institutes’ new indus- 
trial assets in the amount of 239 billion lire, as against 179 billion in 
1960. 

At the same time, industrial investment expanded by 281 billion 
lire last year, as shown by the national accounts. The cumulative 
effect of the higher investment expenditure and the reduction in the 
flow of external funds to the industrial sector works out at something 
like 360 billion lire; if, in these circumstances, the liquidity position 
of industrial companies were to have remained the same as in 1960, 


they would have had to find an additional sum of like amount from 
self-financing. 
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This would have implied a further acceleration of the already 
very high rate of increase of self-financing, but instead the rate of 
increase slowed down a little. It follows that the investment require- 
ments of industrial companies last year were met by a steady increase 
of short-term indebtedness to the banks. 

This development was more pronounced in the case of the larger 
companies and those engaged in large-scale extension and moderniz- 
ation programmes. Our usual survey of major joint stock companies in 
fact shows their gross fixed investment last year to have been 35 per 
cent in excess of the 1960 figure and therefore well above average. 
These are the companies which are most sensitive to changes in the 
financial equilibrium and also those in which rising wages tend to 
push up labour cost. It is they which have suffered most from the 
slowing down of the rate of increase of profits available for self- 
financing. 

Housing construction last year absorbed a total of 1,192 billion 
lire of investment, compared with 1,101 billion in 1960. As a result 
mainly of the reduction in INA-Casa investment, the public funds 
reaching the building sector fell off from 223 billion lire in 1960 to 
176 billion in 1961. Housing investment financed from private 
sources correspondingly rose from 878 to 1,016 billion lire, to which 
the special credit institutes contributed mortgage loans in the amount 
of 248 billion, as against 142 billion the year before. In its turn, 
short-term borrowing from the banks increased considerably, es- 
pecially in the form of credits to construction firms and pre-finance 
for mortgage loans. In global terms, the inflow of market funds fully 
covered private investment demand, and private saving directly in- 
vested in housing remained roughly equal in the two years at around 
600 billion lire annually. 

After this brief review of the sources of finance for investment in 
the two broad sectors of industry and housing, last year’s changes in 
the overall situation of private investment, and sources of finance 
therefor, will be understood more readily. 

As in 1959 and 1960, investment financed from private sources 
again increased at a higher rate than investment financed with public 
funds. Private investment rose by 16.4 per cent last year, from 3,454 
to 4,022 billion lire, and public investment by 3.4 per cent from 1,292 
to 1,336 billion. In comparison with 1959, private investment was up 
43.7 and public investment 17.6 per cent. 
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In 1960 the conspicuous investment increment was for the most 
part financed by exceptionally large direct issues on the market and 
loans from special credit institutes (which increased from 629 to 
1,224 million lire over the year); in addition, self-financing by firms 
increased considerably. 

In 1961 the situation was quite different. At 1,255 billion lire, 
external funds were only very slightly higher than the year before, 
and, if the large increase in mortgage loans is excluded, there was 
even a slight contraction. On the other hand, direct investment of 
private saving in housing remained almost stationary and the slowly 
growing funds of self-financing could make but little contribution 
towards meeting the higher investment demand. As a result, the net 
short-term indebtedness of industry to the banks increased and this 
was in part reflected in the banking system’s higher loan/deposit and 
loan/liability ratios; basically, however, the increased borrowing was 
backed by higher deposits as a result of an improvement in the 
income and liquidity position of the consumer public. 

In fact, bank resources grew last year at an even faster rate than 
in 1960, thanks above all to the larger flow of funds into savings 
deposits, which increased by 14.5 per cent in 1960 and by 17.2 per 
cent in 1961; at the same time, the rate of increase of current accounts 
rose from 16.4 to 16.9 per cent. 

In connection with the strong expansion of production requiring 
more working capital and also with the higher demand for funds to 
prefinance intensive investment, bank assets grew by 20.1 per cent - 
just a little less than the exceptional rate of 1960. 

Notwithstanding the large increase in deposits, the banking 
system therefore experienced a growing strain, which was relieved, as 
we already noted, by liquidity injections from the Bank of Italy, 
mainly in the form of repurchase of foreign exchange against lire. 

In this manner, the banking system was kept liquid enough to 
meet the demands deriving from the system’s own growing inte- 
gration with the whole body of productive activity and trade. 

The central bank’s policy of sustaining and encouraging a bal- 
anced credit expansion found expression in yet another measure. In 
view of the persisting balance-of-payments surplus and of the satis- 
factory cash position of the Treasury, it was found possible a few 
months ago to ease bank liquidity all round by reducing the ratio of 
compulsory reserves to deposits from 25 to 22.5 per cent. 
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As in 1960, market liquidity was to a large extent provided by the 
expansion of short-term credits to the private sector. The foreign sector 
was responsible for liquidity creation in the amount of 363 billion lire 
as compared with 269 billion in 1960, while for the third successive 
year the liquidity effects of Treasury operations were negligible. 

Total liquid assets at the disposal of the market, which consist 
for the overwhelming part of currency circulation, current accounts 
and savings deposits, increased by 16.3 per cent in 1961, compared 
with 13.9 per cent in 1960. Secondary liquidities in the form of 
quasi-money increased proportionately more than primary liquidities, 
monetary circulation and current accounts together having grown by 
15.7 per cent, as against 13.6 per cent in 1960. 

With the more rapid rise both of incomes and turnover in 1961, 
the monetary circulation also increased at the faster rate of 11.8 per 
cent during the year ending November 1961, as against 8.9 per cent 
during 1959 and 1960. The exceptional accumulation of holidays at 
the end of December led to a peak which then flattened out again in 
January. 

By the end of 1961 the monetary circulation had risen by 
altogether 14.6 per cent, but since then the rate of increase has 
returned to normal and now keeps in step, at a slightly higher level, 
with the rate of expansion of output and turnover. 

The increase in liquid assets of which we have spoken found its 
counterpart in a strong rise of the private sector’s indebtedness, 
mainly to the banking system. Short-term credits to the private sector 
amounted in 1961 to 1,371 billion lire, as compared with 1,189 
billion in 1960; the corresponding percentage increases in the two 
years were 20.6 and 21.7. 

The market as a whole may be subdivided into the two broad 
categories of consumers and producers; the latter, as has already been 
noted, found themselves in a rather less liquid position last year than 
in 1960, with the result that their net indebtedness to the banking 
system increased. The liquidity increments of 1961 therefore accrued 
entirely to consumption economies, which indeed improved their 
liquidity position considerably. 

The total of money supply and finance funds grew last year by 
3,599 billion lire, of which 1,699 billion were attributable to the 
expansion of short-term credit and the remaining 1,900 to medium- 
and long-term credit in the form of bond and share issues, loans and 
mortgages. 
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Although liquid asset formation was well in excess of the ex- 
pansion of short-term credit in 1961 — to be precise, by 486 billion 
lire which were transferred to the capital market — last year’s annual 
expansion of medium- and long-term credits fell short of the ex- 
pansion of short-term ones. 


The Capital Market, the Special Credit Institutes and their Relations 
with the Banking System 


There was some change last year in the relative amounts raised 
by industrial companies directly on the capital market and those 
raised by special credit institutes. All in all, the capital market 
provided roughly 1,300 billion lire in both these last two years, but 
while equity issues accounted for 37 per cent of the total in 1960, 
their share dropped to 32 per cent in 1961. Bond issues by special 
credit institutes were very active and provided 685 billion lire, or 215 
billion more than in 1960. Their share in total fixed-interest security 
issues, excluding Treasury bills, rose from 54 per cent (470 billion out 
of a total of 877) in 1960 to 75 per cent (685 billion out of a total of 
917) in 1961. Conversely, the share of industrial bonds and deben- 
tures dropped from 22 to 10 per cent. The government raised money 
for public investment through the special credit institutes, which 
placed bonds in the amount of 148 billion lire for this purpose last 
year, as against 40 billion in 1960. 

The special credit institutes’ increased claims on the market were 
a response, in part, to the credit demand of firms in connection with 
their investment programmes, but in part also to the credit demand 
induced by the progressive spreading of the system of government 
contributions to interest charges, as a means of promoting ventures 
regarded as deserving of public support. To some extent, of course, 
the institutes’ increased fund-raising activity was also a matter of 
deliberate financial policy, in so far as greater responsibilities devolve 
upon them when the Treasury uses them as intermediaries. 

All in all, the special credit institutes granted new credits in the 
amount of some 900 billion lire last year, which corresponds to an 
increase of 24.3 per cent over credits outstanding at the end of 1960. 
Two-thirds of the increment are attributable to the second half of the 
year. 
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Privileged credits, that is, those eligible under Law No. 623 for 
government subsidies towards interest charges, rose considerably in 
1961 and show every sign of continuing to do so this year. The 
figures were 50 billion lire in 1960, 128 billion in 1961, and at the 
end of March this year privileged credits outstanding amounted to 
212 billion lire, while applications for a total of 435 billion worth of 
such credits had been approved; this left a balance of more than 200 
billion still to be paid out, half of it by the three southern institutes. 

The outlook for this year is that special credit institutes will again 
exercise a rising demand for capital funds, especially through bond 
issues. They will need these funds to meet the claims made upon them 
by public investment for economic and social purposes, by the fore- 
seeable volume of privileged-credit demand induced by the gov- 
ernment subsidies to interest charges, and by the expansion of credit 
to industry and to foreign countries in the various admitted forms. 

The cross-currents between special credit institutes and the or- 
dinary banking system have been assuming growing importance. 
During the last two years, when the activities of the special credit 
institutes expanded so fast as to raise their operations by more than 
1,500 billion lire, banks and banking associations stepped up their 
supply of funds (by 208 billion in 1960 and by 315 in 1961) to about 
one-third of the additional resources needed each year by the 
medium- and long-term credit institutes. 

But there were some internal shifts last year, both as regards the 
type of funds provided by the banking system and the form in which 
it provided them. Bond issues for Treasury account increased, and so 
did the banking system’s subscriptions to them. Furthermore, the 
banks furnished increased amounts through overdrafts on current 
account, thereby largely prefinancing bond issues, in so far as the 
overdrafts bridged the time gap between the date of issue and the 
moment when the proceeds technically became available. 

On the other hand, banks and banking associations provided a 
smaller share — 31 per cent as against 37 in 1960 — of the resources 
required for the special credit institutes’ ordinary operations, ex- 
cluding, operations for Treasury account and stockpiling finance. 
Even so, the banks provided more for this purpose in absolute 
figures, namely, 254 billion lire as against 219 in 1960. In the 
aggregate, the funds transferred by the banks to the medium- and 
long-term credit sector amounted to almost one-tenth of total bank 
resources at the end of 1961. 
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It may be of interest to note the growing tendency to extend the 
faculty to issue bonds against long-term loans to credit institutes and 
special bank sections so far lacking this faculty. The result is that, in 
spite of the increased absorption or short-term funds by the medium- 
and long-term credit sector, the separation of the latter from ordinary 
credit is ultimately reinforced. The wider and more functional 
structure of the special credit sector, which has grown so much since 
the war, contributes much to the interregional mobility of capital — to 
some extent also with the help of the branch network of the big 
banks which, together with their special credit sections, permeate the 
whole national territory. 

The large bond issues of 1961 had a distinctly depressing effect 
on bond prices, which are now back to the level of late 1959. Only 
government bonds improved slightly; the rest declined and have still 
been giving way since the beginning of this year. 

In the light of current prospects, what is needed above all is 
clearly that the capital market should be flexible; in other words, it 
must be easy to transfer funds from one category of uses to another 
and to channel them to those uses which appear most in the general 
interest. We need measures, therefore, to heighten the response of 
the market and of market rates of interest to the lead given by the 
monetary authorities. This means, in effect, that we need to tie short 
rates more closely to medium and long rates and to create in our 
country a money market in which the Treasury, the central bank and 
the banking system interchange funds at variable prices, according to 
the balance of supply and demand. The purpose of such measures is 
to improve the machinery through which the money and capital 
markets interconnect and to enhance the interdependence of the 
respective rates of interest. 

But, ultimately, security issues cannot be placed elsewhere than 
with savers. It follows that the size of new issues must be tailored to 
the foreseeable supply of new saving. The investigations which 
precede new issues will have to become more selective without, of 
course, any presumption of wishing to lay down the direction of total 
new investment — of which, after all, only about one-quarter is 
financed through the capital market. The broader task of deciding 
upon the distribution of the country’s whole resources will be in- 


cumbent upon those authorities which are responsible for general 
planning. 
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Security issues will, of course, be easier to place in the measure 
in which the dimensions of the capital market grow. Furthermore, 
even wide fluctuations in the volume and composition of the total of 
securities outstanding on the market will be more readily acceptable 
once the domestic capital market is in communication with capital 
markets abroad. 

All this underlines the need for a policy to enhance the flexi- 
bility of the capital market, so as to fashion it into an efficient 
instrument of finance for a process of steady and self-sustained 
growth. It would not fit into such a policy to fall into the trap of 
believing that balanced growth can be promoted through a limitation 
of the public authorities’ discretion to authorize or not to authorize 
new issues in the light of market conditions. Nor would it be right to 
expand the system of privileged credits unduly. In our view, credits of 
this kind are a proper policy instrument so long as the purpose is to 
even out certain unbalances; but we also believe that, just because 
privileged credits are a means to correct unbalances, they should be 
applied in a selective manner, that is, concentrated in the regions and 
sectors which need special incentives. Applied indiscriminately, they 
would fail to serve the purpose for which they were intended and 
would merely become a factor of rigidity on the market. 

The need for a well-functioning and flexible capital market is 
underlined by considerations based on international comparisons, 
such as were conducted very thoroughly by the Bank last year. 

It must be said that the Italian - and, for that matter, the 
German - capital market has shown reserves of strength which has 
allowed it to grow more vigorously than the capital markets of other 
countries. If we measure the size of a capital market by the relevant 
flows, our expansion over the last ten years was more than fourfold. 
In Italy, the ratio of security issues to fixed investment was 26.9 per 
cent during the three-year period 1959-61; in Germany, the ratio was 
14.4 per cent, in France 11.3, in the United Kingdom 9.6, in the 
Netherlands 13.5 and in Belgium 31.9 per cent. It follows that in 
Italy the market in which security issues are placed has furnished far 
and away the largest proportion of the capital used for fixed in- 
vestment, with the sole exception of Belgium, where government and 
other public agencies were responsible for the high level of security 
issues. 

Similar conclusions can be reached by measuring the size of the 
capital market in terms of gross domestic product. Again, it will be 
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seen that during the period 1959-61 the proportion of the latter 
transformed into fixed investment by the capital market was larger in 
Italy than in any other country, namely 6.2 per cent, in comparison 
with 3.4 per cent in Germany, 2.0 in France, 1.3 in the United 
Kingdom, 3.3 in the Netherlands and 5.6 in Belgium. Time series of 
the same ratios show that the upward movement was strongest in 
Italy. All in ail, our capital market has demonstrated singular vigour 
and has proved its worth as an effective instrument of a policy 
designed to expand investment. 

International comparisons also show that the amount of funds 
passing through a country’s capital market is highly sensitive to 
cyclical influences, tending to grow in periods of rising incomes and 
to contract in recessions. 

Over the last ten years, all categories of issuers of bonds and 
shares have exercised a strong, if fluctuating, demand for funds. The 
total of issues has always been determined to a conspicuous extent by 
the claims made on the market by those categories which have no 
other way of raising funds except by the issue of fixed-interest-bearing 
securities. The latter, incidentally, have almost everywhere been the 
predominant instruments, with the sole exception of France, and have 
accounted for 70 per cent or more of total issues in most major capital 
markets. 

All this, however, still leaves unimpaired the dominant position 
of shares in the composition of the total value of securities out- 
standing; on the contrary, thanks largely to the prevailing trend of 
stock market prices, the proportion of equities has risen in most cases. 
In any event, the distribution of security ownership differed widely 
from country to country at the end of the period under consideration. 

A last important point that emerges from international com- 
parisons is that in some countries the banks sustain the bond market 
with large funds. In Germany, for example, the ratio of bank invest- 
ments in fixed-interest securities to bank deposits amounted to 12.1 
per cent at the end of 1961. In the United Kingdom the banks’ 
portfolio of government securities has been contracting in relative 
terms and amounted to 19 per cent of deposits at the same date. 

All in all, in the international context the Italian capital market 
is seen as one whose part in financing investment and hence economic 
growth can well stand comparison with that played by the capital 
markets of the most advanced countries. Its expansion can therefore 
hardly be expected to proceed at the fast rate of the past. It is also 
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true to say that the banking system’s support of the stock market, 
calculated in terms of the ratio of bank investments in fixed-interest 
securities either to bank deposits or to total security circulation, is 
rather high in Italy in comparison with other countries. 

Finally, we should learn the lesson that, just because the Italian 
capital market has become an efficient instrument, the monetary 
authorities cannot and must not evade the heavy responsibility of 
keeping it in sound condition or even of improving upon it. But no 
capital market in the world could ever provide hospitality for large 
bond issues unless the government’s policy created confidence in 
monetary stability. 


The Money Market and the Banking System 


Last January, as I have already recalled, we lowered the com- 
pulsory reserve ratio. This was fully consistent with a line of monetary 


policy which my predecessor, Dr. Menichella, defined as early as 
1949, when he said: “The instruments which we have created and 
applied, at times, for certain purposes, must be ready to be applied 
also for opposite purposes” — a point which he drove home more than 
once in recent years. With this measure we have set free about 200 
billion lire, and in our view this should allow bank credit to expand 
about two-and-a-half times as much. We took this step in the con- 
viction that our balance-of-payments position will remain such as to 
permit an expansionary measure apt to enable the credit system to 
give further support to the economy’s growth without pushing up 
interest rates. Given the rising tide of rates in other countries, it was 
our intention, among other things, to contain the rise of interest rates 
in the bond market. 

The measures by which short-term rates can be controlled are 
more effective in regulating economic activity in general when they 
are seen to have an impact also on long- and medium-term rates. The 
money market must be so organized that this can happen, and only 
when it does will the changes in bank liquidity due to the change in 
the reserve ratio have their full effect. 

Furthermore, it is only when money rates respond promptly to 
liquidity changes that it becomes possible to promote such flows of 
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short-term capital towards or from foreign countries as may be 
required to compensate balance-of-payments disequilibria. 

Suppose, for example, that some country has large balance-of- 
payments surpluses and that the monetary authorities create a corre- 
sponding volume of liquidity. When this additional liquidity comes to 
weigh on the money market, it immediately brings down money rates, 
with two results. Part of the excess liquidity is transferred abroad in 
search of higher money rates, and the reduction of interest rates 
spreads from the money to the capital market, where the resulting 
lower capital costs have an expansionary influence on investment 
decisions. But in the absence of prompt repercussions on long rates, 
fluctuations in the short rate would have an effect only on inter- 
national monetary movements. 

We believe it essential that we should bring every effort to bear 
on the maintenance of an efficient capital market on which to place 
new issues which, subject only to minor price fluctuations, provide 
the necessary capital funds for the large-scale investment programmes 
of both the public and the private sector. In pursuing this objective, 
we have in mind the experiences of others, especially in so far as they 
go to show that an increase in the quantity of easily monetizable 
securities often weakens the effectiveness of monetary controls. 

Nor must it be overlooked, in planning for a sound money and 
capital market, that in the Italian banking system as it is at present 
there is no functional relationship between Treasury bill issues and 
the Treasury’s cash needs. Excess liquidity simply flows into the 
Treasury, and the balance of its current account with the Bank of 
Italy is apt to convey a false picture of financial ease. 

It should be added that to issue Treasury bills in unlimited 
quantities and at a rate of interest fixed for long periods, may, at 
times of abundant liquidity, reduce the incentive for the banks to look 
for productive employment of their resources, precisely because the 
banks can invest their liquid funds at will in a security which can 
always be transformed into money and from which they obtain a 
constant yield not immediately subject to the influence of changing 
market conditions. 

The present system, therefore, reduces the incentive to adjust the 
rate of productive lending to the level of liquidity which the mon- 
etary authorities think it right to leave on the market; but it also 
prevents the Treasury from borrowing at interest rates in line with the 
balance of supply and demand on the money market. 
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In these circumstances, we believe it would be of advantage if 
the authorities responsible, together with banks and banking associ- 
ations, were to consider some change in the present system of 
unlimited Treasury bill issues, independent of the Treasury’s cash 
needs. The present system might well be replaced by another, in wide 
use abroad, under which Treasury bills are issued periodically and in 
quantities corresponding to the Treasury’s cash needs. If liquidity is 
abundant, rates of interest will fall; in the contrary case, they will rise. 
If the monetary authorities should wish abundant liquidity to bring 
down the yields of medium- and long-term securities, this will be 
facilitated by the fact that bank resources, no longer able to flow to 
the Treasury in unlimited quantity and at constant yield, will instead 
reach the current account of the central bank, where yields are 
minute. As a result, banks will have more immediate incentives to 
look for more fruitful employment of their funds, which may then 
well be channelled into medium- and long-term securities. 

The best innovation to introduce might be to replace the present 
system of tap issues by monthly quotas. The issue price of each 
monthly quota would, as a general rule, be aligned to bank rate, and 
at that price the banks could obtain all the Treasury bills they needed 
to fill up their compulsory reserves. Anything left over could then be 
taken up by the banks either as investment for their own liquid 
reserves or on behalf of their clients. The quotas would be allocated 
to the highest tenders. 

Our credit system is adequate to ensure the flow of funds from 
one part of the country to another; the big banks, which operate all 
over the country, move sizeable funds into the less developed areas. 
Excluding southern banks, the big banks’ loan/deposit ratio in the 
mainland south was 76.7 per cent in 1960 and 77.7 per cent in 1961, 
whereas the same banks’ loan/deposit ratio over the country as a 
whole was 75.4 and 76.7 per cent, respectively. The divergence 
becomes even more evident if the islands are taken into account. The 
big banks’ loan/deposit ratio in Sicily was 108.3 per cent in 1960 and 
108.9 per cent in 1961; in Sardinia, it was 86.8 and 92.9 per cent 
respectively. The ratios are lower if southern banks are included in 
the computation, but then they refer to the lending operations of the 
banks as such, without their special credit sections. Including the 
latter, it would seem that the southern banks generously fulfil their 
task of helping the economy of their own regions. 
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Another part of the country where loan funds tend to concen- 
trate is, obviously, Lombardy, where the loan/deposit ratio of 
nation-wide banks was 86.5 per cent in 1960 and 88.0 per cent in 
1961. However, the statistics of the geographical distribution of 
credit do not tell the whole story of the ultimate destination of the 
credits granted. Milan, for example, is the headquarters of a large 
number of nation-wide companies. The head office takes up the 
credit, but the borrowed funds may then be spread all over the 
country. We do not have the necessary statistical materials, as yet, to 
determine the geographical distribution of credit flows with a suf- 
ficient degree of approximation, but at least we know that we would 
go seriously wrong in interpreting these statistics as true indicators of 
the ultimate destination of the credits granted. 

Apart from moving flows of money across the country, our 
banking system also has facilities for large-scale internal movements 
of funds through interbank accounts. The magnitudes involved are 
really large now. On December 31, 1961, the total of funds which all 
categories of banks, except the six largest, had deposited with other 
banks amounted to 1,077 billion lire; at the same date, the same 
banks, again without the six largest, had themselves 530 billion lire in 
interbank deposits. The rest had gone to the six largest banks. 

Clearly, the smaller banks, and especially those operating in only 
one province or region (the former had deposited 255 billion and 
received deposits of 46, and the latter had deposited 291 billion and 
received deposits of 82) have more funds than they can employ 
directly, and the big banks, with offices all over the country, act as 
depositories for a sort of central cash pool for the smaller ones by 
lending out not only their own funds, but also part of those which the 
smaller banks collect. 

This puts two heavy responsibilities on the shoulders of the big 
banks. One of them is that they must at all times maintain a 
sufficiently large and flexible cash reserve to discharge the tasks 
which the smaller banks seem to shift onto the big ones by such 
deposits. In this, we believe, the big banks have not failed. Liquid 
bank assets in the form of Treasury bills are almost entirely in the 
hands of the six big banks. This explains why the central bank at 
times came to the rescue more particularly of these banks by 
recreating lire liquidity through the repurchase of foreign exchange. 
It was by no means a case of trying to bolster the big banks’ 
competitive position vis-a-vis the small and medium ones, but of 
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enabling the former to administer efficiently the cash pool entrusted 
to them by the latter. 

The second responsibility is that the big banks must not pay for 
the smaller banks’ deposits a rate of interest high enough to push up 
the cost of borrowing for the whole banking system. These interest 
rates should move parallel with money rates; if, then, the central bank 
wished abundant liquidity to bring down money rates in order to 
provide an incentive for the productive employment of bank re- 
sources, the big banks which administer the joint cash pool ought to 
follow suit. 

All this suggests that it will become necessary to tighten control 
over interbank accounts if we are to create a well organized money 
market, in which money flows become more mobile and in which the 
conditions of borrowing and lending respond readily to the intentions 
of the monetary authorities. I do not mean that we wish to suppress 
the phenomena which come about through the intermediary of 
interbank accounts. But, should we ever become convinced that the 
flows moving through this channel carry with them the seeds of a 
general rise in the cost of borrowing in contradiction to the monetary 
authorities’ intentions, then we shall not hesitate, among other 
measures, to insert ourselves into these flows. 

Our policy with respect to interest rates, both for borrowing and 
for lending, has always been to prefer those types of restraint which 
work through agreements among the banks themselves. We have no 
intention of suddenly adopting the kind of intransigent attitudes for 
which we sometimes chide our colleagues in the banks, and we shall 
resist the proposals, which are often made to us, to adopt coercive 
controls which, in our view, are humiliating both for those who 
impose and for those who are subject to them. On the other hand, we 
shall not shrink from using the instruments which modern monetary 
policy puts into our hands, because we believe them to be more 
effective than admonishments and threats. In any event, we have 
every confidence in the reasonable behaviour of bank managers faced 
with narrow margins between cost and revenue. 

The narrowing of the margin between borrowing and lending 
rates is bound, from time to time, to engage the attention of even the 
busiest bank manager, but it is also the most eloquent possible 
demonstration of the existing keen competition in the banking world. 
If we compare effective debtor and creditor interest rates in the case 
of some of our big banks and in that of comparable credit institutes in 
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foreign countries reputedly more open to competition, the spread is 
probably narrower in Italy. We hope to carry this investigation 
further with the help of some other central banks and through the 
exchange of confidential information; but even such fragmentary 
material as we have at hand allows some reasonably reassuring con- 
clusions. 

The further extension of the branch network of banks is another 
matter where we would wish some self-restraint to be introduced by 
agreement within the banking associations. We continue to believe 
that this is the method which can best protect the system against 
outside influences and ensure a balanced distribution of various 
categories of banking institutions, such as to make room for the 
coexistence of decision centres at differing removes from head- 
quarters and thereby to avoid the drawbacks of excessive concen- 
tration. But should the banks, by ill fortune, fail to come to an 
agreement, we shall again not shirk our responsibilities, and the 
choices we shall be called upon to make will obviously not be 
uninfluenced by our judgement of the individual banks’ willingness to 
toe the line. 

Our economy is now much more mature than it used to be and 
this must eventually be reflected in the credit system. In common 
accord we shall have to fashion instruments of monetary and financial 
policy fit for a country intent on further progress and on making good 
use of the fruits of progress. 

From what we have said before, it will be evident that our 
success in creating a continuously expanding capital market, the 
banks’ support of the capital market, our steady improvement in the 
organization of our banking system and credit institutes and their 
mutual collaboration, have given us what we may rightly call a 
modern credit system. It is, of course, still in evolution and certainly 
not free from elements of emulation, and we all want it to continue 
on the road of progress. On our part, we count, as before, on your 
whole-hearted collaboration. Our preferred method is that of open 
discussion and, through it, of mutual persuasion. Even more than in 
the past, we hope to avail ourselves of your counsel, but on occasion 
we shall have to call upon your good will in complying with a 
discipline not imposed, but freely accepted in view of its fitness to 
further the common weal. 

We have outlined the developments which we believe to be apt 
to safeguard the proper functioning of the capital market and to 
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create an efficient money market. We have done so because these 
objectives cannot be realised in practice without the full and delib- 
erate collaboration of those who operate in the fields of credit and 
finance. 

But a word of warning may be indicated. To say that valuable 
contributions can be made through the improvement of suitable 
instruments and through the search for every promising opening for 
their application does not mean that we may lose sight of the fact that 
these contributions as such can in no way make good any weakening 
or disappearance of the basic conditions of a continued high rate of 
growth. 

Other countries’ experiences go to show that one of the essential 
determinants of a high rate of growth is a strong competitive position 
in foreign markets, to be achieved primarily through notable pro- 
ductivity increases. 

These lessons are confirmed by Italy’s own experience, both as 
regards the conditions which have allowed our goods to establish 
themselves abroad and as regards the primary importance which 
foreign demand has assumed in the last decade as an element of 
support for the Italian economy. 

At present, there is a process afoot in our economy which tends 
to raise labour costs more than productivity. At stable price levels, 
this compromises our firms’ self-financing capacity and ultimately 
heightens their dependence on outside sources of finance, as is clearly 
evidenced by their greater recourse to bank credit. The same 
tendency is apparent in the growing loan applications to special credit 
institutes. 

At the same time, the volume of investment planned by the 
public sector in excess of its own saving tends to expand, so that the 
public sector, too, has to incur more debts. These again largely 
converge upon the special credit institutes, which cannot, in their 
turn, pay out more funds unless they float more bond issues in the 
capital market. If both company saving and public saving are insuf- 
ficient for expanding investment, there is obviously only one way to 
re-establish equilibrium, and that is to raise private saving. This has in 
fact happened to some extent in 1961. 

However much our capital market may have grown, it cannot 
gain immunity from the repercussions of large disparities between the 
rate of increase of investment, on the one hand, and of the rate of 
increase of self-financing funds, on the other. This holds especially in 
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so far as the capital market is, for institutional and conventional 
reasons, qualitatively subdivided into several, and only partly inter- 
communicating, compartments. 

Furthermore, changes in the composition of investment together 
with the nature of the investing agency may create sectoral imbal- 
ances on the capital market. The nature and size of some agencies 
lead them to look for funds primarily on the capital market, and to do 
so, moreover, by means of specific security issues; if investment by 
such agencies should grow relatively more, then the particular com- 
partment of the capital market involved may experience serious 
difficulties even if the additional claims on it are not so large in the 
overall view. 

I have described the means by which we propose to improve the 
flexibility of the capital market and to facilitate the transfer of funds 
from the money to the capital market; but these measures can 
obviously resolve only short-term problems and cannot make good 
any deficiency of real saving. Should inadequate saving fail to be 
compensated by a scaling down of investment, the measures we have 
in mind would simply impose a strain on monetary equilibrium. We 
do certainly have the intention of putting at the disposal of the 
economy an efficient market where capital circulates freely and can be 
channelled into the most productive uses, or at any rate into uses in 
line with programmes considered to be in the public interest; on the 
other hand, we shall do nothing which might interfere with the level 
of liquidity at the cost of blurring the dividing line between liquidity 
and saving. 

To sum up, I would say that, while the process of financing 
production and investment may derive great benefits from the 
existence of an efficient and flexible market capable of overcoming 
partial and sectoral disequilibria, this process is ultimately con- 
ditioned by real factors pertaining to the primary sources of the 
formation of saving. In the last analysis, the process remains in the 
safekeeping of the nation’s willingness to save and of a sagacious 
apportionment of the private and the public sectors’ needs with a 
view to containing them within the limits of disposable saving. 
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Gentlemen, 


The considerations which I propose to put before you draw their 
substance from the whole body of our Report on the year 1962 and 


its detailed description and analysis of economic and especially mon- 
etary conditions. 


Costs, Prices and the Balance of Payment 


The year 1962 was one in which the distribution of income 
among the factors of production underwent considerable modifi- 
cations in Europe, and in Italy more than elsewhere. The share of 
labour increased to the detriment of the share of other factors, not 
without disturbance to the relations between employers and workers. 
Hand in hand with the redistribution of incomes went a rise in their 
nominal value proportionally larger than that of goods and services. 

The monetary authorities had the choice of adapting the 
economy’s liquidity to the requirements deriving from higher in- 
comes, including all or part of their price component in the shape of 
the cost-induced price rises, or of restricting credit to the amount 
necessary to finance production at constant prices, even if this meant 
that some firms might have to close down production. 

To accept the responsibility of financing cost increases which 
were bound, at least in part, to spread to prices has involved us in 
exceedingly complex problems and difficult decisions. The central 
bank played its full part in taking and implementing these decisions. 
But we have no ground for complacency: while we succeeded in 
maintaining a high level of production, we did not succeed in the no 
less important objective of keeping prices stable. 
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Wholesale prices, which had remained remarkably stable until 
August 1961, subsequently displayed a pronounced upward tendency. 
At first the rise was confined mainly to agricultural prices, but more 
recently non-agricultural prices took the lead. The general level of 
retail prices rose by 6.5 per cent between the end of 1961 and the end 
of 1962, and in the early months of 1963 it climbed even faster owing 
to the exceptionally hard winter. Spreading beyond food, rents and 
services, the retail price rise eventually reached manufactured 
products, which had resisted longest. 

If we go back over ten years to 1953, the statistics clearly outline 
the successive stages of the initial increase in productivity, the rise in 
profits and their use to finance new plant, which in turn raised 
productivity still further and was followed, finally, by rising wages. As 
we approach the most recent period, the pattern becomes more 
complicated and less easy to interpret, in so far as the wage rise 
sometimes fell short of the increase in productivity and sometimes 
exceeded it, with the result that profits fell, cost increases were passed 
on to prices, and more credit was needed for the same level of in- 
vestment. 

The very expectation of price rises, especially if it rests on a 
demand expansion manifestly incapable of being satisfied by a corres- 
ponding expansion of supply, induces employers to be generous in 
their wage concessions to workers. 

In some cases wage increases originated in the private, and 
subsequently spread to the public, sector. In some cases it was the 
other way around, and the propagation of originally public wage rises 
to the private sector, much the largest employer of labour, oc- 
casionally diminished the competitive capacity of private firms to the 
point of impairing their ability to maintain the level of employment. 
Here again the time sequence is hard to establish. Nevertheless, we 
cannot avoid the conclusion that if government-controlled agencies 
and companies neglect their duty of economically rational man- 
agement and have easy access to credit, the very expansion of the area 
of public enterprise implies a danger of dual wage policies, which 
would be prejudicial to balanced development in the economy. 

Cost-induced price rises can, of course, happen only to the 
extent that the monetary authorities increase the money supply to 
meet demand. This statement means that the causal chain leads from 
higher wages and prices to a larger money supply and not in the 
opposite direction. In other words, in the system of monetary equi- 
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librium wages appear as an autonomous variable: if they rise ahead of 
average productivity and are not offset by falling profits, the wage 
increase spreads to prices if it is financed by a larger money supply. If 
higher wages are offset by lower profits, it may happen that the 
resulting new distribution of income depresses the level of in- 
vestment. 

This interpretation of the causal relationship between costs, 
prices, profits and money supply does not mean that, for our part, we 
take a passive view of the functions of monetary authorities in the 
sense that they must necessarily supply the economy with all the 
liquidity it demands. On the contrary, last year’s events in many 
countries testify to a stiffening resistance on the part of monetary 
authorities against financing a cost-induced rise in prices. 

As regards ourselves, we did not think it right to apply restric- 
tions, because in our judgement there were sufficient margins of 
manpower to combine with other factors of production, and in- 
creased imports of resources would absorb our balance-of-payments 
surplus. Our choice of the manner of our liquidity injections was 
dictated largely by its foreseeable effects. 

In spite of the existing margins of elasticity in domestic supply, 
the latter proved unable in some cases, such as building and 
foodstuffs, to meet growing demand. As regards food in particular, 
weather-conditioned crop failures caused some major items to be in 
such short supply that even the easing of imports could not make 
good the deficiency. This was another source of unusually large price 
rises which, although their causes were localized and transitory, were 
quickly propagated through the mechanism of sliding wage scales. 

In some sectors the strain on prices was aggravated by the 
converging effects of domestic and foreign demand. A clear case in 
point was again food, where prices felt the impact of a redistribution 
of incomes not only at home but also abroad, as well as the reper- 
cussions of the European Economic Community’s common agricul- 
tural policy. 

To sum up, the monetary authorities fashioned their policy last 
year to two circumstances: first, the increase in labour costs per unit 
of product and the resulting rise in prices, and second, the balance of 
payments, which showed a surplus during the first half and a deficit 
during the second half of the year, and on balance still a surplus for 
the whole year. In these circumstances, the monetary authorities, 
while injecting liquidity into the economy, did not inject enough to 
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finance the whole of the transfer of the cost increase to prices, leaving 
part of it to cut into profits. They did inject enough liquidity, though, 
to prevent stoppages of production in any sector, and incidentally so 
allowed domestic demand to expand in excess of domestic supply and 
thereby to mop up part of the current surplus in the balance of pay- 
ments. 

Now, in 1963, the monetary authorities find themselves in the 
presence of persisting price strains and of a balance of payments in 
deficit on current account, almost exclusively by reason of mer- 
chandise imports growing much faster than exports. It it not only that 
we see definite symptoms of our own products being less competitive 
on foreign markets, but foreign products are beginning to be more 
competitive at home. Our increased purchasing power makes us 
absorb imported goods more readily. With open lines of communi- 
cation between the domestic and the foreign market, domestic 
liquidity flows out to international markets. 

In addition, Italy was a capital exporter in 1962 and even more 
so this year. Capital movements constitute a part of our balance of 
payments which we cannot afford to overlook, and for this reason we 
have made special efforts to trace them as closely as possible by 
assembling all possible information and estimates on the transfer of 
Italian capital to foreign countries. 

In all, the entire set of capital movements which have a bearing 
on the balance of payments produced a deficit of 152 billion lire in 
1962, compared with a surplus of 43 billion in 1961. The deficit was 
fully offset by surpluses on current account, so that we still had an 
overall surplus of 31 billion lire. But if we look just at the last quarter 
of 1962 and the first quarter of 1963, we find a current deficit of 125 
and a capital deficit of 151 billion lire, so that we had an overall 
deficit of 276 billion in six months. This is a sharp deterioration in 
comparison with the corresponding quarters of 1961 and 1962, when 
the external accounts just about balanced. 

On March 31, 1963, official reserves of gold and convertible 
currencies amounted to 3,326 million dollars; first-line reserves (of- 
ficial reserves plus the Bank of Italy’s net foreign assets) together with 
second-line reserves (net position with the International Monetary 
Fund plus the counterpart of swaps with foreign central banks) 
amounted to 3,831 million dollars. Official reserves covered about 
seven months’ worth of imports, and first- and second-line reserves 
about eight months. 
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However, in appraising the adequacy of our official reserves we 
must think also of the level of domestic liquidity, which gives us the 
measure of the potential expansion of domestic demand. To the 
extent that it could not be satisfied by domestic supply, it might, of 
course, pull the balance of payments further into deficit. Higher 
domestic liquidity requires higher external liquidity, that is, more 
official reserves. At the end of 1962, the ratio of official reserves to 
primary liquidities was 21 per cent, as against 26 and 25 per cent at 
the end of 1960 and 1961 respectively. This fall in the ratio restricts 
the monetary authorities’ freedom of action on the domestic and on 
the international plane alike, in the latter case with special reference 
to aid to developing countries. 

Italy stepped up her contributions to developing countries from 
239 million dollars in 1961 to 416 million last year. This corresponds 
to one per cent of gross national product and is more than enough in 
the light of the high domestic need for savings. We cannot do more 
in the absence of rational co-ordination of development aid, which 
seems to be as far off as ever, and in the absence of more multilateral 
methods of distribution and of closer controls over the use of these 
funds in the beneficiary countries. Some of the major industrial 
countries are wont to indulge in international comparisons to 
underline the relative size of their own contributions, but this can 
mean but little so long as development aid continues to go to the 
donor country’s former colonial territories or to nations with which it 
has special political or economic ties. 

We wish to stress that aid to developing countries is a responsi- 
bility of government and must be financed by budget appropriations; 
it is inadmissible to finance it by monetary resources, even as a 
temporary stop-gap pending budgetary provision. 

Let us consider now more particularly the short-run problems of 
international liquidity, which, in effect, boil down to defending the 
reserve currencies. Clearly, it is the duty of the countries responsible 
for reserve currencies to achieve a lasting equilibrium in their external 
payments as soon as possible and in the meantime to contain the 
deficit within limits compatible with the rest of the world’s desire to 
hold such currencies. Equally clearly, other countries have a duty to 
conduct themselves as good creditors, though this obligation cannot 
possibly involve indefinite commitments. So long as Italy’s balance of 
payments was in surplus, we fully lived up to our responsibilities by 
helping to build effective defences for the international monetary 
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system within the framework of the International Monetary Fund, the 
European Monetary Agreement and bilateral agreements with the 
Federal Reserve System and the United States Treasury. Our actual or 
potential contributions on this score add up to something like one 
billion dollars or more. 

The defences built up by international action are amply suf- 
ficient to finance the needs of reserve-currency countries in the near 
future. There is no urgency at all to strengthen these defences, at any 
rate until they have been tested; what we need to do urgently is to 
make them more efficient by working out, amongst ourselves in the 
European Economic Community and in the wider group of industrial 
countries generally, a common policy with respect to the composition 
and management of reserves. 

Our country, then, has not been laggard in helping to solve the 
problem of short-run international liquidity. If anything more should 
be required of us in this line, we consider that the only possible form 
would be an increase in our IMF quota. Simple comparison with 
other major industrial countries makes it quite clear that our quota is 
indeed altogether too low in relation not only to our country’s 
economic importance, but also to its commitments to furnish sup- 
plementary resources. What is more, an increase in our quota appears 
indispensable in order to replenish the Fund’s lire resources, which 
are now down to working balances. Finally, given the present deficit 
in our balance of payments, recourse to the International Monetary 


Fund is not to be excluded, and the amount of possible drawings 
depends, of course, on the quota. 


The Control of Liquidity and its Internal Distribution 


The Treasury and the Bank of Italy last year created liquidity in 
an amount of 591 billion lire. These financed a liquidity increase in 
the economy of 390 billion lire in bank notes and coin, net of the 
cash holdings of the issuing agencies and commercial banks; of the 
rest 171 billion went to finance the increase in the compulsory 


reserves of banks and the residual 30 billion represent the change in 
bank liquidity. 
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The liquidity injection to the banking system had its counterpart 
in an increase in the public’s liquidity, in the form both of bank 
deposits and of bank notes and coin. As is well known, the process of 
credit creation which leads to the growth of bank deposits can go on 
so long as the banking system has enough liquid resources to effect its 
payments into the compulsory reserve accounts and to keep in hand 
whatever is judged necessary for the proper conduct of business. 

The expansion of bank credits and other investments, and the 
corresponding growth of deposits, last year required about 397 billion 
lire to be paid by the banks into the compulsory reserve accounts. 
The reduction of the reserve ratio with respect to existing reserves 
provided 226 billion of this total, while the rest was borrowed from 
the Bank of Italy. Ultimately, as mentioned before, the effect was to 
raise bank liquidity by 30 billion lire. 

The Treasury’s transactions with the Bank of Italy and the 
market, the Bank of Italy’s dealings in government securities, and the 
operations of agencies which act on behalf of the Treasury — that is, 
accept deposits which are then paid into the Treasury’s accounts with 
the Bank of Italy — have all been combined with each other and with 
the central bank’s other operations in such a manner that their total 
liquidity effect should be in line with our policy intentions. 

Obviously, the chances of arriving at appropriate combinations 
of the various cash operations of the Treasury depend on the size of 
the budget surplus or deficit. Unless the orders of magnitude involved 
are compatible with the requirements of liquidity control, it is dif- 
ficult to make the whole set of the Treasury’s cash operations fit 
flexibly into the tactics of monetary policy. 

So far, the flow of budgetary revenue and expenditure has 
always been such that it was possible to finance the Treasury’s cash 
deficit by operations which, combined with those of the autonomous 
agencies, did not exceed the limits within which the economy’s 
liquidity could be made to match the intentions of the monetary 
authorities. It is not unlikely, however, that the Treasury’s cash deficit 
may grow, and if it does, we may find it more difficult, or indeed 
impossible, to manoeuvre in this way. We would then have to 
reconsider the whole problem of the size of the deficit and of the type 
of securities by which to finance it, and we may well find it necessary 
to cover the deficit by government bond issues. 

The composition of the public debt was rather different in 1962 
from the year before, as a result of the greater use of methods of 
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finance which create bank liquidity. The proportion of long-term 
debts fell from 32 to 29 per cent, and the proportion of short-term 
debts to the Bank of Italy rose from 13 to 16 per cent. The share of 
Treasury bills declined, and that of Post Office savings rose, but the 
investment of these savings by the Central Post Office Savings Fund 
kept the latter’s position neutral. 

The new system of issuing Treasury bills by monthly tender in 
amounts adjusted to the Treasury’s cash needs has proved satisfactory. 
The Treasury fixed its issues so as to reabsorb almost the whole of its 
credit balance in current account with the Bank of Italy. This was the 
correct procedure: if due proportions are maintained among the 
Treasury’s cash operations and between them and the Treasury’s cash 
needs, the effect should be to keep the balance of the Treasury’s 
current account with the Bank of Italy near zero. A credit balance 
covered by outstanding Treasury bills means that the Treasury has to 
pay more interest charges. 

Difficulties may arise in case the Treasury’s cash needs require 
Treasury bill issues in excess of the banking system’s capacity to 
absorb them. We are fully aware that this is a matter subject to our 
own influence: we can always, by injecting liquidity into the banking 
system, raise its capacity to absorb Treasury bills enough to take care 
of the proposed issue. But if ever Treasury bill issues could be placed 
only at the cost of liquidity creation beyond the economy’s needs at 
stable prices, this would be the clearest possible indication of in- 
flationary budget financing. 

In case Treasury bill issues need to be in excess of the banking 
system’s capacity of absorption at a given level of liquidity, and 
assuming that the monetary authorities have correctly determined 
that level and are, therefore, reluctant to raise it, the central bank has 
discretion to purchase, or not, the portion of the monthly quota 
which the market has not taken up. If the central bank does not 
purchase and part of the issue of Treasury bills, therefore, remains 
unallocated, the Treasury will be forced to draw on its current 
account and so to make it plain that its needs are financed by 
monetary means. This will not happen if, by co-operation between 
the Treasury and the central bank, the Treasury’s needs are at once 
financed by the issue of government bonds. 

But then the government competes with industry for investable 
funds and we have a problem in terms of real resources. We shall 
have to decide whether the government’s budgetary cash needs are, 
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or are not, compatible with the realization of all the other public and 
private investment programmes which draw their funds from the 
capital market. 

Such a conflict between the financial requirements of the 
Treasury and those of production did, in fact, arise for the industrial 
credit institutes. The Treasury’s indirect claims on the market through 
these special credit institutes — in the case, for instance, of the Green 
Plan for the improvement of agriculture — has the tendential effect of 
increasing the proportion of these institutes’ loans to the Treasury in 
their total loans. Seeing that the amount of investable funds on the 
market is fairly rigid and that the share of them which the industrial 
credit institutes can hope to obtain by their bond issues is not greatly 
expandable, it would seem evident that if the Treasury attracts larger 
funds through the special credit institutes, production gets less. 

On balance of the economy’s foreign operations, the Bank of 
Italy and the Italian Exchange Office last year bought 308 billion 
lire’s worth more foreign exchange than they sold. In 1961, the 
foreign sector’s liquidity creation had stemmed almost exclusively 
from the balance-of-payment surplus, the Bank and the Exchange 
Office having financed a corresponding excess of foreign exchange 
purchases over sales; in 1962, by contrast, 269 of the 308 billion lire 
excess for which the Bank created liquidity went to finance foreign 
borrowing by the banking system. Having been authorized in October 
again to build up net debit positions abroad, Italian banks raised 
altogether 320 billion lire’s worth of liquid resources abroad in the 
months of November and December. 

This reopening of the connections between the domestic and 
foreign money market takes its place in a whole set of provisions 
which I have more than once had occasion to discuss. In the present 
context, I would merely point out that the creation of an Italian 
money market in which fixed quantities of Treasury bills are made 
available at variable prices was bound to produce, and indeed after 
some initial adjusting movements immediately after the reorganiz- 
ation did produce, a succession of inflows and outflows of foreign 
exchange. Banks began to administer their lire and foreign exchange 
cash holdings as one single unit. Whether at any moment they prefer 
Italian or foreign Treasury bills or other international money market 
securities depends, among other things, on comparative money rates 
in different markets. 
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Some doubts have been expressed as to the wisdom of our 
re-establishing the connection between the domestic and foreign 
market, in so far as this removes from our control one of the 
components of domestic liquidity. I would reply that the remedy may 
lie in the mechanism of variable interest rates which we have recently 
created. If need be, we could, of course, always separate the markets 
again, but we should be loath to do that, because I think we should 
learn to control domestic liquidity without having to interrupt the 
process of the integration of the Italian into the international 
economy. We might, however, regulate the conditions of foreign 
borrowing by the banks, just as we have regulated their reciprocal 
relations at home. 

Thanks to the liquidity injections by the Bank of Italy and the 
Italian Exchange Office, the banking system was able to expand its 
domestic lending and security investment more than the year before 
and so contributed to a corresponding growth of the public’s liquid 
resources. Last year’s increment of loans to the domestic market, in 
the amount of 1,835 billion lire — compared with 1,391 billion in 
1961 — came almost entirely from the banks; adding foreign lending 
and loans to the public sector, short-term credit expanded by a total 
of 2,014 billion lire. As against that, gross liquid assets rose by 2,712 
billion; the surplus of gross liquid assets over credits to the domestic 
market grew by 877 billion lire, mostly by liquid asset formation 
corresponding to security investments, which channelled liquid funds 
towards the capital market and so made good the public’s reluctance 
to take up the whole of the supply of security issues. The increment 
of the surplus of gross liquid assets over domestic credits, that is, of 
the public’s net liquid assets, was rather unevenly distributed: large 
companies lost a lot of liquidity, medium and small companies gained. 
A new survey conducted by the Bank of Italy last year and covering 
80 per cent of all liquid assets, reveals that the net liquid assets of 
large companies contracted by 440 billion lire and those of other 
companies and private individuals increased by 690 billion. 

Anxious to improve our knowledge of monetary flows, we made 
a survey of 500 major agencies and companies with annual sales 
presumably in excess of 1,500 million lire, or, in the absence of 
information about sales, possessing plant of such value as might be 
considered to correspond to sales of that order of magnitude. 
Government-controlled agencies and companies were included re- 
gardless of the value of their sales. Now, the amount of external 
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finance used by this group of companies was 779 billion lire in 1961 
and 1,329 billion in 1962, of which 663 billion went to government- 
controlled and 666 billion to major private companies. The disparity 
between the two years’ figures shows up the consequences of dimin- 
ished self-financing capacity in the presence of rather large investment 
programmes. The branches in which net indebtedness increased most 
in 1962 were chemicals, mineral oils and electric power. 

This conspicuous increase in the need for outside funds coincided 
with profound changes in their sources: in 1961 the banking system 
furnished 19 per cent of outside resources, in 1962 33 per cent. 

The net bank debts of government-controlled agencies and com- 
panies rose from 524 billion lire in 1961 to 719 billion in 1962, those 
of the major private companies from 257 to 502 billion lire. 

Classification of these figures by categories of economic activity 
enables us to make the following statements. 


a) The reasons for last year’s increase in the net bank debts of 
the major private companies were the difficulty of placing security 
issues on the market, the diminution of self-financing and the debt 
repayments of subsidiary electricity companies to their parent 


company. The sectors in which the phenomenon assumed far and 
away the largest proportions were electric power and chemicals; in 
the latter case, such security issues as were floated were not enough to 
finance plant construction in progress. Two-thirds of the increase in 
the net indebtedness of major private companies were concentrated in 
these two sectors. There can be no doubt that ENEL, the new 
government corporation which, in taking over the nationalized elec- 
tricity companies has inherited their bank debts, must fund these as 
soon as market conditions allow. 


b) Among government-controlled industry, the largest in- 
crease in bank credits occurred in the hydrocarbon sector, which was 
carrying out previously established investment programmes. 


c) The exceptional increase in the indebtedness of both 
private and government-controlled companies was not fully matched 
by an increase in the value of fixed investment and working capital. 
The difference was used to finance export credits, only part of which 
could rely on industrial credit institutes; of 269 billion lire of export 
credits outstanding on December 31, 1962, special credit institutes 
had financed only 110 billion. The rest of the difference was em- 
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ployed by holding companies to purchase shares of their subsidiaries: 
the public’s increased liquidity preference helped to expand bank 
credit to the large holding companies which, in their turn, transferred 
the proceeds through stock exchange transactions to minority share- 
holders desiring to sell. 

Certain conclusions can also be drawn from an examination of 
the structure — and the last two years’ changes in the structure - of 
industry’s indebtedness to the banks, according to whether the com- 
panies concerned are large or medium- and small-sized and belong to 
the public or the private sector. 


a) The ratio of net bank debts to the value of sales is higher in 
the case of government-controlled than of private companies. 
Although the latters’ net indebtedness almost doubled in the course 
of last year, they still depend only marginally on bank credit, and 
some firms, for instance in the engineering sector, continued last year 
to maintain a net credit position vis-a-vis the banks. 


b) The net bank debts of government-controlled agencies and 
companies have, in some cases, assumed such dimensions as to 
warrant closer scrutiny. In the mineral oil sector alone the relevant 
figure increased by 35 per cent last year. Adding to this the credits 
extended directly or indirectly by special credit institutes to finance 
exports against deferred payment, we cannot escape the conclusion 
that this huge indebtedness makes it necessary to co-ordinate this 
sector’s investment programmes with those of other sectors. 


c) Government-controlled agencies and companies borrow 
mostly from public-law credit institutes and banks of national interest, 
but last year by far the most conspicuous increase took place in credits 
from commercial banks and people’s co-operative banks; in terms 


of net indebtedness, the year’s increases were 113 and 64 per cent 
respectively. 


All categories of banking firms which make up the banking 
system as a whole mistakenly tend to equate credits to government- 
controlled firms with credits to government itself from the point of 
view of risk evaluation, and banking firms with a private-enterprise 
structure seem to be more prone than others to this belief. The ease 
of access to bank credit seems to have played its part in inducing 
some government-controlled agencies and companies to rely on bank 
credit more than is right from the point of view of proper balance 





Concluding Remarks for 1962 67 


among various sources of finance, so much so that the problem has 
engaged the attention of the Joint Ministerial Committee for Credit. 

Extending our examination to industrial credit institutes, we may 
say that the distribution of their outstanding loans seems satisfactory. 
Given that these institutes lend mostly to finance new plant, the 
distribution of their operations among the various sectors of the 
economic system is obviously a determinant of the latter’s structure. 

If the government wishes, as a matter of policy, to strengthen 
medium and small firms, it stands to reason that these categories must 
be given more credit; but that means giving less credit to other firms 
and to the public sector, and adapting interest subsidies to the sums 
that can effectively be made available to such firms, without raising 
expectations which might have to be disappointed. 

Of all the credits extended by industrial credit institutes, the 
share of credit to medium and small enterprise was 29 per cent in 
1960 and 35 per cent in 1962; correspondingly, the share of large 
private companies fell from 23 to 19 per cent and that of the public 
sector from 38 to 36 per cent. The average credit expansion in 1962 
was 26 per cent, and credits to medium and small enterprise ex- 
panded by 33 per cent. 

While industrial credit institutes raised their credit to medium 
and small enterprise relatively more, the growing pressure of demand 
led banks to do the opposite. Savings banks, finally, reduced their 
credits to public corporations to make room for an exceptional 
increase of 83 per cent in credits to major private companies. Since 
these credits are usually unsecured, they need, in most cases, an 
authorization by the Bank of Italy and, given the conditions of the 
capital market last year, such authorizations were not withheld. 

In spite of the last two years’ changes in the distribution of bank 
credits among various categories of borrowers, it still remains true that 
the great bulk of bank credits goes to sectors comprising innumerable 
small and very small firms. This is especially true of people’s co- 
operative and commercial banks, although the latter, as we have seen, 
did not remain unresponsive to the appeal of government-controlled 
agencies and companies, to which they lent an extra 67 billion lire in 
1961 and 121 billion in 1962. Nevertheless, the commercial banks’ 
credits outstanding with small and medium firms, in the amount of 


1,878 billion lire at the end of 1962, exceed those of any category of 
banks. 
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There is much talk at times ahout the influence the banking 
system has in fostering this or that kind of productive activity, as if 
the banking system handled merely the surplus of personal savings 
and not also the funds deposited by the self-same producers who 
make use of bank credit. A correct measurement of the effects of the 
banking system’s activities can only be based on intersectoral mon- 
etary flows, and these, in turn, can be calculated only with reference 
to the changes in each sector’s net debit and credit position. The 
trouble is that, while this sort of calculation can be carried out for big 
firms, it becomes rather difficult for medium and small firms, where 
the entrepreneur as head of the firm can hardly be distinguished from 
the entrepreneur as head of the family. In cases of this kind, debit and 
credit positions seem to alternate much more frequently. 

Another difficulty is that these firms often borrow from, and 
lend to, each other, so that it is hard to identify with precision the 
ultimate destination of the funds that a bank makes available to any 
particular firm. 

In collectivist economies all firms, of whatever form, are strictly 
forbidden to borrow from any other or lend to any other firm. All 
payments and all receipts go through the central bank, with which 
each firm has its own account, and wages may be paid out in bank 
notes. In these circumstances the central bank keeps account of, and 
can measure, all monetary flows from one sector to another, and on 
this basis checks whether the plan is being carried out according to its 
pre-established time schedule. Credit is regarded as the instrument by 
which money assets are redirected from sectors temporarily in surplus 
to others temporarily in deficit, but it plays no part whatever in 
determining the direction of investment, which is financed exclusively 
by public saving on the part of public administration. 

Notwithstanding the profound differences between our 
economic order and that of collectivist countries, in both cases the 
moment at which the purpose of an investment is decided is when the 
funds specifically destined for it are made available. In our economy, 
that is the moment when a security issue is floated or when an 
industrial credit institute grants a loan. Exceptionally, at times when 
the banking system finds itself obliged to extend its operations into 
the field of competence of industrial credit institutes, the banks do 
have some influence, but only within the limits of such investment 
credits as they grant. The fundamental functions of the banking 
system always remain, on the one hand, to create a money supply and, 
on the other hand, to act as intermediaries in shifting liquidities from 
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surplus to deficit sectors, for use as working capital. In the first of 
these functions the banking system is the channel through which the 
monetary authorities regulate the level of money supply in the 
economy. 

Collaboration between firms and the authorities responsible for 
authorizing security issues, between these authorities and special 
credit institutes, and between the latter and the credit control auth- 
orities, is quite sufficiently developed to enable investment to be 
co-ordinated without impairing the entrepreneur’s freedom of de- 
cision. Companies, and especially the larger companies, are used by 
now to furnish all the information necessary to discuss their long-term 
investment programmes and the authorization for any security issue is 
set within an overall finance plan approved by the credit control 
authorities on the basis of adequate knowledge about the various 
internal and external sources of finance. The credit control authorities 
try to balance the various sources of finance, but in 1962 it proved 
impossible to do so, given that the need was so great that we had to 
condone recourse to bank credit beyond the desirable limits. 

Among the measures which influence investment, special 
mention must be made of privileged credits: credits, that is, which are 
eligible for interest subsidies on the basis of case-by-case decisions by 
government departments. By granting or not granting the subsidy, the 
government can exercise a selective influence on new investment. The 
importance of this can be measured by the fact that, of all credits the 
industrial credit institutes had outstanding at the end of last year, 
about one-third was privileged, and the proportion is even higher if 
we take only the new credits extended in 1962. 

With more co-ordination in the government’s regional industri- 
alization policy we would most probably find we need to overhaul the 
present incentives system so as to fit all separate measures organically 
into one comprehensive system of unitary conception. Indeed, there 
might be a lot to be said for departing altogether from the present 
system which rests so largely on credit incentives. But whatever 
solution may be adopted, the decisions which determine the direction 
of industrial development in any particular area will always be in- 
cumbent upon government; given these decisions, it will be up to the 
banks to exercise their own judgement as to whether the companies 


requesting credits are capable of repaying them within the agreed 
time. 
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The credit control authorities’ influence on investment has 
become somewhat more important through the regulation of the 
activities of industrial credit institutes and their co-ordination with 
the security issues floated directly by companies. The directives to be 
followed have been more closely defined in geographical and sectoral 
terms, but within these directives the institutes remain free to conduct 
their credit business according to their own judgement. Geographi- 
cally speaking, the results would appear satisfactory. The distribution 
of new loans granted to industry by industrial credit institutes last 
year was as follows: 47 per cent to southern regions and the islands, 
41 per cent to north-western regions, and the rest to north-eastern 
and central regions. Southern regions and the islands received 52 per 
cent more credit than the year before, and north-western regions 30 
per cent more; in 1961 the corresponding increases had been 27 and 
28 per cent. In other words, credits to southern industry expanded 
about twice as fast last year as in 1961. 

In their turn, credits to the sector of public services expanded 
much faster in southern Italy and the islands than elsewhere in the 
country; the increase was 24 per cent as against a national average of 
18 per cent. 

As regards the distribution of the industrial credit institutes’ 
loans by sectors of economic activity, the figures clearly reflect the 
intentions of the control authorities. We find a strong concentration 
in public services, and especially electric power, where companies had 
to carry on with work on plant already in construction, but could not 
raise funds directly on the market. 

Large funds were channelled to telephone companies, which had 
to rely on credit, because failure to revise the tariff schedules 
narrowed their self-financing margins, and to shipping companies, for 
the shipbuilding programme concerning lines of national interest. 
Other sectors to which industrial credit institutes extended far more 
loans than before include engineering, iron and steel, chemicals, and, 
to a lesser but still considerable extent, textiles (where intensive 
modernization schemes are under way to offset the big increase in 
labour cost per unit of product) and the food processing industry, 
which is building new factories largely within the framework of the 
Mezzogiorno development plan. 

The geographical distribution of mortgage loans on urban 
property extended by land and building credit institutes likewise 
shows some changes that are worth mentioning. The credit expansion 
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in southern Italy and the islands was far in excess last year of that in 
central and northern Italy, and the peak points were Sardinia, 
Calabria, Apulia and the Abruzzi. As before, the strongest concen- 
tration of mortgage loans was in Latium and Lombardy, which 
accounted, respectively, for 26 and 28 per cent of all new mortgage 
loans last year; the reason for this marked concentration is, of course, 
the presence of the cities of Rome and Milan in those regions. 

Although land credits extended last year were far in excess of 
those granted in 1961, there is a widespread belief that they dimin- 
ished. This belief clearly stems from the fact that so many more 
credits are requested than granted. On December 31, 1962, the land 
credit institutes had credit applications for 347 billion lire under 
examination, had passed on applications for 240 billion with a 
favourable opinion, and had made conditional contracts for 264 
billion. These figures make it quite clear that if all applications were 
to be granted, they would make heavy inroads into the claims of other 
productive activities. 

It is, perhaps, not strictly speaking our business to analyse and 
express an opinion on the growing social cost of the lack of rational 
town-planning. But this social cost now begins to be reflected in the 
costs firms have to bear in the shape of higher wages, fewer working 
hours and lower working efficiency. I would consider it as my duty, 
therefore, to point out that the local inflation of property values, 
which is especially characteristic of large cities, is a matter that gives 
rise to some preoccupation, both because of its effect on the distri- 
bution of wealth and of its partly psychological repercussions on 
monetary equilibrium. However, in the absence of at least an outline 
of town-planning principles, the authorities responsible for credit 
control can hardly forestall by their own decision a future depending 
on choices yet to be made. 

The industrial and land credit institutes’ need for resources has 
increased beyond the capital market’s supply, with the result that only 
24 per cent of their bond issues were taken up by the public last year, 
as against 59 per cent in 1961. Banks and banking associations 
furnished the special credit institutes with 520 billion lire of new 
resources, which amount to 49 per cent of the total, and in the third 
quarter of last year alone the proportion was 56 per cent. 
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The Structure of Interest Rates 


The monetary authorities have given much thought to the 
question of how to promote, within the limits of their powers, the 
creation of a structure of interest rates susceptible of generating a 
distribution of the public’s liquid assets more in line with the use to 
which the investable funds are put. There is no need for me to recall 
here what measures we have taken; they have been discussed with 
many of you beforehand and you have loyally co-operated in their 
implementation. I shall limit myself, therefore, to explaining the 
motives behind these measures and the methods of their application. 

In the determination of the structure of interest rates, consider- 
ations relating to the public’s liquidity preference cannot be separated 
from those relating to the liquidity of the various investments 
financed by cash resources. This latter is subject to the influence of 
long-run factors, the foremost of which is the process of development 
in our economy which affects all sections of the market, including the 
capital market. 

In the economically and financially most advanced countries, the 
evolution of the money and capital markets and the related growing 
importance of financial intermediaries have had the effect of making 
capital assets more liquid. The creation of a number of categories of 
securities, which as such are more readily negotiable than the real 
goods (buildings, plant, equipment, etc.) they represent, was accom- 
panied by a continuous improvement of the negotiability of these 
securities, to the point of making money market paper inter- 
changeable with the capital market’s securities which are the 
counterpart of long-term investment. 

The tendency of advanced societies to invest larger portions of 
capital in easily negotiable and increasingly liquid securities raises 
new problems for monetary policy. The boundary between liquid and 
non-liquid assets becomes blurred. The spectrum of liquidities is 
assuming more and more importance in response to the growing need 
to offer savers a wide choice, and conversely changes in the public’s 
liquidity preference generate changes in the price of securities which, 
while easily negotiable, are not entirely liquid. Given that securities 
nowadays represent a growing share of national wealth, their price 
fluctuations may assume disturbing dimensions. It follows that we 


need an interest policy which helps to contain the amplitude of stock 
price fluctuations. 
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An analysis of the compound structure of short and long rates 
clarifies the tendency of the cross-currents between them by showing 
up, for instance, that short rates tend to vary more and are normally 
lower than long rates; but beyond that, such an analysis also points to 
the need to adjust the structure of rates of interest to the changing 
equilibrium conditions of the market. 

In attempting to create a system of interest rates in line with 
specific purposes of monetary policy we had no intention whatever to 
perpetuate any particular level of rates, nor had we any preconceived 
ideas about their structure. On the contrary, we thought it right to 
proceed empirically and to learn from experience. 

Our empirical methods can be summarized as follows: 


a) The determination of short-term deposit rates, which fluc- 
tuate more sharply than long-term rates, is left to the judgement of 
the banks. With this attitude, the monetary authorities wish to make 
it clear that they do not consider themselves, at present, to be 
possessed of sufficient knowledge to replace the market by their own 
rules. They prefer to rely on the experience of the banks, in the 
conviction that immediate everyday contact with the market is a 
better guide than the views of any centralized administration. The 
monetary authorities do ascertain, however, whether the rates of 
interest fixed by the banks are in line with the purposes of monetary 
policy. To the extent that the bankers have agreed on any particular 
structure of interest rates which appears to us to answer the above 
purpose, we would ask them to respect it and, when they judge it to 
be overtaken by events, to propose its modification. 


b) As regards medium- and long-term funds, the rates of 
interest, which are less subject to fluctuations, are determined by the 
direct intervention of the monetary authorities, especially in the case 
of bond issues. The rate of interest and all the other conditions which 
determine effective bond yields are agreed in each separate case with 
the Bank of Italy in the light, naturally, of the present and pro- 
spective conditions of the capital market and the money market. 


c) The structure of interest rates which is the result of the 
rates established by the current interbank agreement and those estab- 
lished by the monetary authorities on the occasion of their authoriz- 
ation for a security issue seems, at the moment, to answer the need of 
promoting a distribution of the public’s investable funds between 
bank deposits and security investment such as to give the monetary 
authorities adequate scope for liquidity control. 
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It depends, of course, on the conduct of the monetary auth- 
orities, and, in particular, on the liquidity creation of the Treasury 
and the Bank of Italy, whether and how much bank deposits can 
grow. The banks are obliged to maintain certain proportions between 
the public’s deposits and their own tied deposits in compulsory 
reserve accounts, and for this reason the banks are not free to 
determine the volume of credit and thereby the amount of money 
supply which is its counterpart. However, when the banks raise their 
deposit rates, and consequently stimulate the public’s preference for 
keeping a larger portion of funds in liquid form, they do generate an 
equidirectional short-term movement of bond yields, which means 
that bond prices fall. This may force the monetary authorities to 
intervene directly or indirectly to support bond prices, not least in 
order to make sure that the Treasury can raise finance at acceptable 
conditions. In this manner, the monetary authorities may be led to 
create liquidity beyond the limits they judge desirable. It follows that 
effective liquidity control cannot do without interventions designed 
to maintain a balanced structure of interest rates. 

When I say a balanced structure of interest rates, I mean that it 
must answer two purposes: it must prevent short-term deposit rates 
from rising to such an extent that they pull up the long rates, and it 
must prevent them from falling below certain levels, which would 
simply divert part of the liquid resources from the banking system to 
other forms of investment less susceptible to control by the monetary 
authorities. 

Compliance with the interest rates making up the structure 
approved by the monetary authorities in no way displaces the banks 
from their position as the link between the central bank and the 
capital market. Ever since government securities, not only of short 
but of long maturity, and securities of government corporations began 
to enter the banks’ portfolios in far from negligible quantities, this 
connecting function has become established practice even in the 
countries which were the cradle of orthodox banking. But this 
function would cease to be discharged in the public interest if the 
banks, contrary to the rules which govern a given structure of interest 
rates, were to invade the territory of special credit institutes by 
attracting funds which, otherwise, would have gone to these institutes 
in the form of bond subscriptions. 

If banks attract to themselves monetary assets which should have 
spread throughout the productive system through many other 
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channels, and if they make it a habit to finance the formation of new 
fixed assets especially on the part of large firms, then we may have to 
introduce adequate controls. This view of ours has found expression 
in the provision by which the Joint Credit Committee gave power to 
the Bank of Italy to require specific banks, or groups of banks, to set 
aside special liquidity reserves whenever we should become aware of 
distortions in the distribution of the public’s saving. 

I need hardly mention, surely, that the normal functioning of the 
capital market depends on other conditions as well. In particular, the 
public will buy bonds only on condition that it believes the pur- 
chasing power of money will be maintained. In addition, government 
policy must be such as to offer reasonable assurance that no measures 
will be taken which would lead to sudden changes in the qualitative 
composition of the securities traded on the market, where a large 
increase in the supply of certain stocks might depress their prices. 

A case in point is the manner in which the nationalization of the 
electricity industry was carried through in Italy. Great care was taken 
to minimize the effect on the stock market of a sudden qualitative 
change in so large a proportion of equities. The companies which 
owned the electricity firms were left in existence and they will be paid 
compensation in ten annual instalments, which can be discounted by 
special credit institutes in case some company wished to make pro- 
ductive investment sooner. This solution has not, of course, relieved 
the market of all the repercussions of so profound a change in the 
content of electricity shares, but the effects were much less serious 
than they would have been if the compensation had been paid at once 
in the form of bonds. 

The modalities of the nationalization of the electricity industry 
have been widely and fully discussed. In the present context, I would 
merely state that they were inspired by the need not to allow the 
monetary authorities to lose control over the market. The payment of 
compensation in ten annual instalments makes it possible to raise the 
necessary funds on the market without seriously disturbing its equi- 
librium. Even if the companies entitled to compensation payments 
speed up the latters’ conversion into liquid form by discounting them 
with special credit institutes, this would not prevent the monetary 
authorities from confining such operations within the limits com- 
patible with market equilibrium; furthermore, ENEL’s powers to 
issue bonds against subscription in electricity shares enable share- 
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holders to convert equity into bonds without depriving the monetary 
authorities of their ability to regulate the supply of bonds. 

As regards the possibility of index loans, I would point out that 
these have already been tried in some countries without success. Even 
apart from these unsatisfactory experiences, however, I would 
mention the following drawbacks: 


a) An index expressed in terms of output, product prices, 
gross receipts, profit margins, and such like, can be applied only to 
bonds issued by companies which produce an identifiable good, but 
hardly to bonds issued to finance such public investment as cannot be 
covered by budget surpluses. Does anyone really believe in the 
viability of a financial policy resting on the co-existence of two 
categories of bonds in the same market? would this not simply mean 
increasing the cost of funds raised by non-index loans? 


b) One of the consequences of such a system might be that an 
index is applied also to the bonds of government or quasi-government 
corporations whose activity is such that they cannot assume output 
and prices as parameters. The index could then be expressed only in 
terms of the general price level or other measures of the purchasing 


power of money. In that case the same solution would surely have to 
be extended also to government stock. Would this really widen the 
market, or would it not rather increase the cost of the enormous 


amounts which the government must raise somehow, directly or in- 
directly? 


For the rest, it is our conviction that the public should be offered 
a greater variety of securities and that, if need be, we should create 
new types to meet the public’s preferences. For this reason, we have 
revised our previous views about convertible bonds and have auth- 
orized a convertible loan stock to be issued by Finsider. This holding 
company had entered the market in support of its subsidiaries’ equity, 
and by limiting the price fluctuations of steel shares had contributed 
to the stability of the market as a whole. By the convertible bond issue 
the company is now to obtain from the market the funds laid out in 
advance for the purchase of shares and for financing current in- 
vestment programmes. The public will be offered a stock which 
throws a bridge from the present to the future, when investors may 
well prefer equities. 

To sum up, the capital market is one integrated system; the more 
it is improved, the more interdependence will there be among its 
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various sections. When the customary self-financing capacity of firms 
is curtailed for transitory or lasting reasons companies become more 
dependent upon the capital market, and unless the latter can supply 
what they need, they may have to borrow from the banks. But this 
cannot go on indefinitely without peril to the preservation of a credit 
base compatible with monetary stability. 


The Problems of the Immediate Future 


If I have dwelt so much upon short-term problems, it was 
because I believe that they are the ones which must above all engage 
the attention of the central bank. Some of them are urgent. Unless we 
at once adopt energetic measures to solve them, we shall be in no 
position even to think of long-term policies. The forces which 
combine to push up prices, the deficit in our balance of payments, the 
pressure on the capital market of convergent public and private 
demand for funds to finance domestic and foreign investment as well 
as exports against deferred payment — all these are urgent problems to 
which we must attend in the immediate future. 

This Report explains the reasons which have generated a price rise 
often in excess of that in other major industrial countries. There are 
many reasons and we must guard against any partial interpretation of the 
phenomenon; the very variety of causes might confuse our view of the 
events of the recent past and prevent us from disentangling the causes 
and their interconnections so as to find those to which to attribute most 
weight. I regard it as my duty to repeat that the principal cause of the 
price rise was, and still is, the increase in wage levels in excess of the 
increase in average productivity in the economy as a whole. 

The problem of the relationship between productivity, wages, 
costs and prices requires solutions concerned with the long, no less 
than with the short, period. National income cannot rise at a rate 
corresponding to the target of our economic policy, nor can it be 
distributed between investment and consumption in proportions such 
as to eliminate existing imbalances, unless we accept the fact that 
private consumption must grow less fast than real national income. 
This means we must create more capital, and especially more social 
overhead capital yielding no immediate returns. 
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1 have said earlier that the cost increases have not been entirely 
passed on to prices, but that part of them were absorbed by profits. 
The problem now is to get going a process of readjustment between 
costs and prices on the basis of a new equilibrium which safeguards 
the international competitive strength of our economy. But it has to 
be underlined that the effect of wages rising faster than average 
productivity in the economy as a whole cannot be offset by price 
movements in the presence of a general mechanism of sliding wages. 
There are, in the productive process, latent forces which push up the 
price level. It is our duty not to add to them. 

The redistribution of income last year was associated with a 
lower propensity to save. In 1961 national income at current prices 
rose by 10.5 per cent and gross capital formation by 15.3 per cent; in 
1962 national income at current prices rose by 12.2 per cent and gross 
capital formation by only 10.3 per cent. In terms of constant prices 
the slow-down in the rate of increase in real saving was even more 
pronounced, given the relatively bigger price rise in 1962 compared 
with 1961. 

Although the redistribution of income deprived firms of profits 
which might otherwise have been used for new investment, this does 
not necessarily imply a diminution of the total supply of saving. It 
may imply less voluntary saving and, therefore, a need to make good 
the deficiency by more public saving. If this should be held to be 
impossible, the policy of income redistribution must stop at the limits 
drawn by its effects on the provision of finance for investment. To 
transgress this limit means endangering the balance of payments. In 
1962, an increase of 10.3 per cent in gross formation of saving was 
accompanied by an increase of 13.4 per cent in gross saving destined 
for domestic uses, the difference being furnished by drawing down 
the balance-of-payments surplus on current account. 

Experience suggests that the relationship which exists in our 
economy between personal saving and self-financing by firms cannot 
easily be modified in the short run. This is confirmed by the time 
sequence of an initial rise in wage costs followed by a rise in retail 
prices. While the rise in retail prices tends to reabsorb the increased 
purchasing power of distributed incomes and so to limit their allo- 
cation to saving, the same price rise also tends to reconstitute the 
self-financing margins of firms. 

If the monetary authorities restrict the money supply they 
impede this process of readjustment, and the deficiency of domestic 
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saving is then balanced by a reduction of investment, which depresses 
the level of employment. 

Having learnt from experience, the governments of all major 
industrial countries have now formally accepted the need for an 
incomes policy as the only way out of the intolerable dilemma 
between unemployment and inflation. . 

The reasons which impose an incomes policy also define its 
scope and field of application. Without necessarily aiming at a limi- 
tation of real consumption, incomes policy is generally so conceived 
as to regulate cost and price movements in such a manner that 
incomes grow in an orderly and socially acceptable fashion; it should 
leave room for such differentials as may be necessary in order to 
preserve to wages their function of determining the distribution of 
manpower, and in order not to petrify any given economic structure. 
It is also common ground that incomes policy must apply with 
substantially equal principles both to those incomes which are deter- 
mined by bilateral negotiations and which account for the bulk of 
gross national product, and to those which are determined indirectly 
by market prices. 

Incidentally, the interdependence between a certain distribution 
of incomes, a certain level of investment and the maintenance of 
incentives for rational production through the most efficient combi- 
nation of factors of production is at present the subject of critical 
reappraisal also among the planners of collectivist economies. 

If countries with such profoundly different economic orders feel 
a need to adjust the distribution of incomes to the requirements of 
economic growth, this may be taken as proof of overriding im- 
portance. Least of all may such an incomes policy be neglected in a 
country like ours, where voluntary saving is the mainstay of in- 
vestment. Voluntary saving may be supplemented by a contractual 
saving, but even then the latter’s amount cannot be determined 
coercively in our economic order. The link between the distribution 
of income and the amount of saving confirms the need for an incomes 
policy, which of course must be comprehensive, in so far as one could 
not imagine it to apply to some incomes and not to others. 

The monetary authorities have the task of matching investment 
with disposable saving. To this end they have to set up and maintain a 
capital market through which saving is channelled to investment at 
the best conditions. The monetary authorities have the task of pre- 
venting investment from being financed by liquidity creation such as 
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would cause aggregate demand to expand beyond potential supply, in 
cases when the excess of demand is more than can be met by 
reabsorbing the balance-of-payments surplus or by digging into re- 
serves more deeply than is judged right to finance cyclical fluctuations 
without prejudice to the external stability of the currency. 

If all the public and private investment programmes known to us 
were to be carried out, they would, in 1963, require special credit 
institutes, public agencies and private companies to issue bonds, net 
of repayments, and shares in an amount which we estimate to be well 
in excess of 2,000 billion lire. Special credit institutes would be 
responsible for the major part of these, given that they would be 
called upon to lend out something like 1,600 billion lire, most of 
which they would have to raise on bond issues. Of this total, 900 
billion lire would represent loans on behalf of the Treasury or to meet 
credit demand stimulated by interest contributions by the Treasury. 

Nor do these estimated 2,000 billion lire include direct Treasury 
issues, such as might well become necessary, especially if the cash 
deficit should grow. In any event, if expenditures which properly 
pertain to government are financed without revealing their entire 
amount when the budget estimates are submitted to Parliament, it is 
much harder to assess the effective needs of public finance. 

The rate of increase in industrial investment was not matched, in 
1962, by an equivalent rate of increase in self-financing, and this, as I 
have had occasion to repeat more than once, has forced companies to 
look for more outside finance; in so doing, they came up against a 
deficiency in the supply of saving. Larger portions of personal saving 
were kept away from the stock market to be used instead for the 
construction of dwellings, and the very composition of personal wealth 
changed to the detriment of the relative share previously invested in 
securities. Hence the growing demand for capital, including funds 
needed for public investment, failed to find an adequate supply on the 
market and the resulting strain was overcome only thanks to a whole set 
of interventions on the part of the monetary authorities. 

The net proceeds of total security issues last year were 1,642 
billion lire. The public took up only 857 billion, and the rest was 
subscribed by banks and banking associations as well as by agencies 
whose cash resources go to the Treasury — in other words, money 
supply was created to take up the securities. The banks were enabled 
to step in because the central bank raised their liquidity and thereby 
ultimately the liquidity of the public. 
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We could do this in 1962 because the resulting larger demand of 
the public, while not matched by an equivalent expansion of domestic 
supply, could be met by imports which reabsorbed our balance-of- 
payments surplus. In 1963 the situation is no longer the same. Our 
balance of payments is heavily in deficit, and we cannot afford to 
expand liquidity any further to make room for security issues. 
Inescapably, all the expenditures which have to be financed on the 
capital market, whether they are expenditures by government, local 
authorities, public corporations, other public bodies or private com- 
panies, will have to be subjected to a critical reappraisal and will have 
to be co-ordinated. If total requirements exceed disposable saving, 
less urgent expenditure will have to be postponed. The task will be 
eased if priorities are established according to a general plan. 

Faced with last year’s cost increases which, even though part of 
them were absorbed by profits, unavoidably also spread to prices, the 
central bank regarded it as its duty to inject sufficient liquidity into 
the system to finance production at rising prices, so as not to 
endanger the continuity of growth. We acted under no compulsion 
and accept full responsibility for what we did. But we would not be 
doing our duty as a central bank if we failed to give notice that, in the 
present conditions of our balance of payments, we cannot go on 
creating liquidity generating an excess of demand over domestic 
supply, in order to satisfy the flow of uncoordinated public and 
private investment demand which reaches the capital market in excess 
of the foreseeable supply of saving. If we did, we would risk an 
external deficit of such dimensions as to be incompatible with the 
maintenance of the currency reserves which, as a country so strongly 
dependent on international trade, we must have. 

In that case, the situation which, while difficult enough, still is, 
and can be, kept under control, would cease to be controllable. 

It is, finally, up to the central bank, the banking system and the 
other institutes which are part of our credit system to put at the 
disposal of government an efficient capital market, and a money 
market flexibly responding to changing business conditions and 
linked with the capital market. I should hardly need to repeat again 
that we cannot have an efficient market without a proper co- 
ordination of the inflow of short-term and long-term funds, and that 
such coordination is impossible in the absence of disciplined be- 
haviour by all credit institutions, whether they are subject to public or 
to private law. Within the limits of autonomy conceded to each of the 
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two categories of institutions and in compliance with the general rules 
applicable to all, the system has a sufficient degree of competition to 
stimulate progress. 


The year 1962 was not an easy one either for those who make 
monetary policy or for those who have to implement it. Both have 
had to overcome considerable difficulties. For our part, we were 
comforted by the conviction that we were doing our duty and by the 
certainty that we could rely on your loyal collaboration. I want to say 
once more that collaboration does not imply mere passive acceptance 
of our arrangements. On the contrary, we firmly believe in the merits 
of a discussion in which you freely express your opinions according to 
a long tradition which has proved its worth. We shall continue to 
accept your advice and to adapt our behaviour to changing needs, as 
they appear and are brought to our knowledge with your help. Such 
controls as it is our duty to exercise over your activities, we shall 
continue to administer with prudence, in fulfilment of our task to 
safeguard the nation’s saving, as the law requires us to do. 

It is surely a matter in which we may take satisfaction that 
informed discussions among employers and workers, academics and 
businessmen now take it for granted that there is more to the defence 
of monetary stability than the esoteric decisions of the central bank. It 
requires the deliberate collaboration of all social groups through their 
representative organs — trade unions, local government at municipal, 
provincial and regional level, and government itself. Let us not lose 
courage if occasionally the pattern of response to the day’s events 
seems confused; it would be demanding the impossible at this stage to 
expect leadership from social forces not yet used to accept responsi- 
bilities of a general character. The process by which they rise to such 
responsibilities is not completed, nor can it be completed in a short 
while. 

But while this process goes on, you and we have to live up to 
our own responsibilities, which are not light. For your part, you have 
to conduct yourselves impartially without giving way to outside 
pressures, and to exercise your independent judgement within the 
limits of the controls which surround your activities. Whether the 
organization of your firm falls into the sphere of public or of private 
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law is irrelevant in this context: every one of them must vie with all 
the others so that all of them may become efficient instruments for 
advancing the common weal. As regards ourselves, it is our duty to 
safeguard the conditions in which you can act impartially. It is our 
duty also to defend our independence against the power of the state. 
This does not imply insubordination of any kind, but independence in 
the sense of being a dialectic counterweight in the machinery of 
government: the limits of the central bank’s co-operation are marked 


by the point at which, in its conviction, the stability of our currency 
ceases to be safe. 








Concluding Remarks for 1963 


Gentlemen, 


The expansion of Italy’s economy last year and the strains it 
experienced made heavy demands on the Bank of Italy. We found we 
had to intensify and extend our activities in many fields, including 
rediscounts, operations on the foreign exchange and the capital 
market, and banking control. 


General Economic Conditions 


In April last year, the Council of Ministers of the European 
Economic Community addressed a set of recommendations to 
member states concerning ways and means to restore economic stab- 
ility. In so doing, they pointed out that all member countries, save 
one, were suffering from mounting inflationary pressures and balance- 
of-payments disequilibria, which propagate the effects of inflation. 

Not so very much earlier, at the end of 1962, the Community 
tendered the advice not to adopt any provisions which might subserve 
the deceleration of economic expansion and make the economy more 
sensitive to possible recessive tendencies, not least including those 
originating abroad. At that time, the conclusion was that cost in- 
creases not passed on to prices and therefore depressing profits might 
slow down the rate of investment, so that governments would have to 
come to the rescue of the economy with expansionary measures. 

If I quote these two conflicting diagnoses one after another in 
such rapid succession, it is to underline the fact that the growth 
process of modern economies, and the underlying balance of factors, 
are subject to sudden major changes and may require equally sudden 
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changes in the treatment by which we try to contain and counteract 
adverse developments. 

Monetary policy is an important tool of the counter-cyclical 
armoury and, moreover, it can be applied fastest. It is hardly sur- 
prising, therefore, that when decisions begin to be taken in this field, 
some otherwise well-informed circles are not yet sufficiently aware of 
the changes which may in any particular case render these decisions 
necessary. 

Consequently, the provisions of monetary and credit policy often 
receive an exaggerated interpretation quite out of proportion with 
their real significance and are the subject of, occasionally bitter, 
criticism, precisely because people do not as yet properly understand 
just why certain measures are proposed or adopted. 

I mention this not because I want to complain of the unenviable 
duties incumbent upon a man who has the honour of presiding over a 
central bank; on the contrary, I want to say that I am well aware why 
the remarks I made here a year ago on the deterioration of our 
economic situation, on the need to take all possible countermeasures 
and not to rely solely on monetary policy, met with incredulity in 
certain circles or even with opposition, which waned only in the 
course of time. 

I also knew perfectly well last year that our analysis of the 
economic situation in Italy was bound to be interpreted as trans- 
gressing into fields of competence altogether alien to its purposes. In 
point of fact, we were so anxious to draw attention to the immediate 
and more remote causes of the reversal of our economic fortunes that 
we covered a very wide field indeed - so much so that I felt I had to 
justify myself by saying that we must guard against any partial 
interpretation of phenomena which were obviously complex and in- 
terdependent. 

Our analysis could not overlook the monetary implications of 
the rise of the wage level in excess of the increase in average 
productivity in the economy as a whole, which occurred in 1962; but 
our consideration of this aspect of the question was not, and could 
not properly be, disconnected from consideration of other, though 
less potent, contributing factors which were discussed on the same oc- 
casion. 

In dwelling on the strains and stresses originating in old-standing 
and well known imbalances of the Italian economy, on those of 
foreign origin which in recent times have assumed particular im- 
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portance in the system of economic integration to which we belong, 
on those due to changes in the capital market and, more especially, 
also on those called forth by the wage rise — in dwelling on all these 
strains and stresses, I repeat, the intention was to draw a full picture 
of the by no means easy conditions in which the inonetary authorities 
had to make their choices. 

We explained, it will be recalled, how in wide areas of our 
economy profits could not fully absorb cost increases without forcing 
firms to interrupt investment programmes they already had in hand; 
we also explained why, in the conviction that their interruption 
would lead to serious destruction of wealth, we accepted the need to 
help finance these investment programmes by means of liquidity 
injections, even though we knew this meant helping to finance also 
part of the cost increase and ultimately some price increase. We dwelt 
at some length on the changes which had occurred in the distribution 
of income and on the diminution of self-financing funds; this caused 
firms to make heavier claims on industrial credit institutes and the 
latter to float more bonds, some of which were taken up by the banks 
thanks to the increased liquidity we allowed them. 

By now, the Report on Economic Conditions in Italy in 1963, 
with its documentation on the profound changes that have taken 
place in the growth of income, consumption and investment during 
the last two years and on the upheavals in our balance of payments, 
has confirmed the view we had founded essentially upon our in- 
terpretation of balance-of-payments developments during the last 
quarter of 1962 and the first quarter of 1963, when, in terms of 
seasonally adjusted figures, our current account was still in balance. 

The years 1962 and 1963 were years of labour conflicts, some- 
times upheld by prolonged strikes, which eventually raised wage 
incomes by 43 per cent on the average. Now, wage incomes account 
for almost two-thirds of our national income, and even if other money 
incomes had not changed, a rise of such an order of magnitude would 
have increased aggregate income in monetary terms appreciably more 
than real income. But mixed capital-and-labour incomes in trade and 
other tertiary activities also increased, and to prevent the rise in 
aggregate money income exceeding that in real income — a necessary 
condition of price stability - would have meant not only wiping out 
profits in large areas of our system of production, but also making it 
impossible for firms to set aside normal depreciation allowances. 





BNL Quarterly Review 


In terms of economic theory, it might be argued that this would 
have signified no more than passing on to wage earners part of the 
profits previously accumulated. But it so happens that a large pro- 
portion of past profits had been invested in plant and could not, 
therefore, be distributed in the form of money. As I said, the 
monetary authorities created liquidity to the extent needed to prevent 
widespread and serious financial difficulties among firms. But the 
authorities were well aware of the dilemma they so created for 
themselves: to the extent that the additional purchasing power did 
not push up prices, it would increase the deficit in our balance of 
payments. An inviolable limit was set by our need to protect our 
reserves at an adequate level. 

Even a country like the Netherlands, which was distinguished in 
recent years for its monetary stability, lately saw its wages rise ahead 
of average productivity in the economy as a whole, in the course of an 
adjustment of the wage level to that of neighbouring countries. Last 
September the Dutch authorities forecast a wage increase of 8 per 
cent in 1964 and a price increase of 2 per cent; a few months later, in 
January 1964, the prediction had to be revised upwards to 16 per cent 
for the wage rise, and the additional 8 per cent increase was expected 
to raise prices, in turn, by an additional 5 per cent. The burden of this 
larger increase, the authorities held, could not be shouldered by 
firms, since such a profit fall would have forced them out of business. 
More than half the wage increase would have to be passed on to 
prices in order to reconstitute profits. The original estimate of a 500 
million guilder surplus in the Dutch balance of payments had to be 
revised and a deficit of 1 billion guilders is now expected. 

Wage drift, or an excess of effective wages over contract scales, 
assumed large dimensions in some European countries during the last 
two years. In Italy, it was confined to the more congested areas and to 
a few categories of workers. The phenomenon cannot, incidentally, 
be measured by comparison between the indices of minimum con- 
tractual wages and of actual wages. It is true that in recent years the 
latter were well above the former, but this was due to the application 
of certain contractual clauses which had the effect of raising effective 
labour costs. We know for certain, from a mass of information on 
wage contracts and many representative firms, that the divergence is 


largely attributable to those components of labour cost which are 
ruled by agreement. 
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The initial impulse to the wage rise came both from the increase 
in contractual minimum wages and - sometimes more so — from 
changes in contractual conditions concerning such matters as grading, 
retraining, equal pay for female workers, reduction of working hours 
and, hence, more overtime at given personnel levels. Later, too, 
negotiated improvements continued to be the main factor in the 
progressive wage inflation. On top of that, employers in areas where 
the labour shortage began to be felt most keenly tried to attract the 
workers they needed by offering higher than contractual wages. The 
phenomenon gained ground with the increasing shortage of unskilled 
workers, who notoriously have more geographical and intersectoral 
mobility; eventually, matters got still worse as the pool of highly 
skilled labour approached exhaustion and not nearly enough money 
was provided for labour training. 

Investment displayed a tendency to slow down in the course of 
1962 and 1963; in real terms, gross investment rose by 19.2 per cent 
in 1960, by 11.3 per cent in 1961, by 8.2 per cent in 1962 and last 
year, when the real gross national product went up by 4.8 per cent, 
real gross investment rose by only 4.1 per cent. It follows that last 
year’s credit expansion gave no additional impulse to investment or to 
an expansion of demand which would have derived therefrom, and 
hence did not pull up prices. The credit expansion was in most part 
absorbed by the final stages of plant construction begun in earlier 
years, when companies were confident that they could count on 
self-financing to a much greater extent. 

Wage drift assumed large dimensions during the last two years in 
building, where activity was greatly stimulated by the inflow of 
savings withdrawn from the stock market. Reliable estimates suggest 
thet private funds going into housing were about 600 billion lire in 
1960 and 1,190 billion in 1963. This increase of 590 billion lire 
compares with something like 250 billion supplied to the building 
industry by the credit system during the same period, while new 
public housing funds decreased by 120 billion. Thus, the building 
industry received only 130 billion lire of new money from sources 
other than private saving. The clear implication is that higher family 
incomes and the saving public’s disillusionment with tumbling se- 
curity prices have reinforced the concentration of old and new private 
savings in the real estate market. 

Wage incomes in the public and the private sector rose by almost 
4,000 billion lire in 1962 and 1963. This new purchasing power burst 
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upon the consumer goods market and spread like wildfire in all 
directions, making its strongest impact on food. Food expenditure 
went up by 28 per cent. Allowing for intervening price increases, food 
consumption in real terms rose by 5.4 per cent in 1962 and by 7.3 per 
cent last year. At the same time, the gross marketable product of 
agriculture increased by barely 1 per cent. The result was an ex- 
pansion of food imports by 54 per cent, which it proved impossible to 
make good by the export of manufactures. Last year’s additional food 
imports alone cost 340 billion lire; to pay for this with increased 
exports of manufactures would have meant an export expansion of 15 
per cent on this score alone. It appears quite obvious that the 
redistribution of income during the last two years and the consequent 
shift of demand to sectors like food, where the elasticity of supply is 
small, were bound to affect the balance of payments. 

The adverse effects on the balance of payments of increased 
demand for other consumer goods and for services are more difficult, 
if not impossible, to assess individually. In spite of industrial growth 
some strongly expanding industries last year were unable to satisfy the 
swollen domestic demand, and at the same time increased investment 
and, even more so, growing consumption pushed up imports. This 
applies more particularly to engineering products and among them 
especially to motor cars, to fuel and power, textile raw materials and 
many others of lesser individual importance. Nor did our own engin- 
eering and textile industries relax their efforts to export more, and 
the same is true of a few minor industries largely run by small 
entrepreneurs, who in the past did not often bother to visit foreign 
markets; the motor car industry, on the other hand, had to neglect its 
exports to meet high domestic demand. On balance, taking imports 
and exports of food products on the one hand, and non-food products 
on the other, the deterioration was about the same in both cases, 
namely, around 345 billion lire. 

Two propositions which are often heard nowadays deserve 
critical re-examination. These propositions are: 


(1) The income shifts of the last two years were bound to 
affect demand; it should have been foreseen that a growing pro- 
portion of demand would be directed towards qualitative im- 
provement in some consumption sectors not adequately satisfied 
before, such as food; had our production system been efficient, it 
should have immediately supplied more of the products capable of 
meeting the new demand. 
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(2) The weakening of our competitive position as a result of the 
transfer of cost increases to prices could have been mitigated if we had 
at once proceeded to investments designed to raise the productivity of 
labour by increasing the capital endowment of individual workers. 


The truth is that no production system in the world could have 
withstood without trouble the shock of a redistribution of income and 
consequent demand shifts on the scale of Italy’s experience these last 
two years. If we look back to the time before the upswing began, we see 
that investment last year was double the 1958 figure in monetary terms 
and 75 per cent higher in real terms; apart from its investment drive, 
our industry has had to face, in 1962 and 1963, an increase of 27 per 
cent in average labour costs per unit of product, whereas prices rose by 
7 per cent. 

Besides, the adjustment of domestic production to changed 
consumer demand requires time, and there may well occur intervals 
when aggregate demand exceeds domestic supply, and this is precisely 
why it is useful to have a place in a wider international market, so that 
deficiencies in domestic supply can immediately be made good by 
larger imports. 

This is what we need our reserves for, whatever cries of protest 
went up in our country at the time when we accumulated them. Here 
also is the function of international collaboration agreements, which 
help to buttress reserves; and here lies the strength of the reserve 
currencies, like the US dollar, backed as they are by an enormous 
production potential which can be transformed into goods whenever 
need be. 

Like many others, the problem is one of degree: it is perfectly in 
order to supplement domestic supply by imports, but only to the extent 
that we can afford in the light of the size of our reserves, due allowance 
made for the time that domestic supply needs to expand in adequate 
measure. 

All this is not said in a critical spirit. I do not wish to pass 
judgement on the merit of past policies in certain important sectors, for 
instance animal husbandry, nor to say whether, by altering these 
policies, we could expand output sufficiently to close the huge gap 
which has suddenly appeared between production and consumption. It 
may well be that, without prejudice to our efforts to step up production 
in that sector, the ultimate solution is to promote industrial exports, so 
that we can earn the foreign exchange with which to buy abroad a 
rather large portion of our food supply. 
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In any event, it is quite unrealistic to imagine that the productive 
system can in all circumstances adapt itself instantaneously to changes 
in the pattern of demand. There are elements of rigidity in any 
economic order — witness the Soviet Union’s sudden shortage of 
grains and meat. That country, too, has had to shop abroad for 
conspicuous quantities of food, paying for them with unusually large 
gold sales. 

For a number of reasons, factors of production cannot easily be 
shifted in practice. It should hardly need repeating, in these circum- 
stances, that the effects are worst when the sectors which attract most 
demand are those which produce goods having a bearing on the 
cost-of-living index. When this happens, the mechanism of the sliding 
wage scale clearly reveals its misconceived function, for it raises 
purchasing power in monetary terms without any corresponding 
increase in the quantity of goods. 

To some extent the deficit in our balance of payments reflects a 
shortfall in the domestic supply of agricultural products and certain 
manufactures; it also reflects, in the case of some manufactures, a 
failure of domestic products to compete successfully with imports. 
Our economy is essentially an open one; to say that some sectors 
could potentially produce more of the goods consumers want, but 
cannot, in practice, do so because consumers prefer foreign goods as 
being cheaper or otherwise more attractive, is simply another way of 
saying that in the market conditions such as they are domestic supply 
fails to satisfy demand. 

The excess of money incomes over gross domestic product at 
factor cost, in terms of constant prices, was 1,661 billion lire last year; 
this sum corresponds to 7.7 per cent of GNP so calculated, and 
prices, in their turn, rose by 7.7 per cent last year. Gross domestic 
investment was 6,772 billion and gross national saving 6,374 billion; 
the difference of 398 billion has had to be made good by lending less 
and borrowing more abroad. In a closed economy, price rises due to 
excess demand would curtail the consumers’ purchasing power and 
would lead to forced saving for the very reason that consumers could 
not buy foreign goods. 

Some foreign observers have raised the question whether profit 
expectations had deteriorated to such an extent in our country that 
entrepreneurs had become reluctant to embark upon new ventures. 
The way our economic system is set up institutionally and the way it 
works, it certainly is ruled by the profit motive; even collective 
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economies, incidentally, are known to be moving in the direction of 
acknowledging profit as an incentive to efficiency. But if we look at 
the enormous demand for new finance and then at the scarcity of 
investable funds, we surely cannot escape the conclusion that the 
limiting factor was, and is, insufficient saving. We were able to make 
good the savings gap by liquidity injections so long as the latter did 
not raise prices beyond the point where they would have compro- 
mised the maintenance of equality between the internal and the 
external purchasing power of our currency. Price increases beyond 
that point would ultimately have caused more unemployment of 
disposable factors of production and a bigger deficit in our balance of 
payments. 

Italy’s experiences in 1962 and 1963, as well as those of many 
other countries since the war, go to show that monetary policy, the 
prime function of which is to regulate the volume of aggregate 
demand, cannot, by itself, cope with the business cycle. 

Especially when the domestic and external objectives of econ- 
omic policy get into conflict, monetary policy must soon be bent to 
the requirements of the balance of payments and budgetary policy 
must take over at home, both to regulate aggregate demand and to 
bring about an income distribution such that the relative proportions 
of investment and consumption enable the economy to expand in a 
climate of stable prices. 

These same experiences also demonstrate, without a shadow of 
doubt, that in a situation of nearly full employment economic policy 
cannot achieve its aims without a consistent incomes policy. Incomes 
policy has become a necessary tool to assist monetary and non- 
monetary action in preventing income from exceeding the limits 
compatible with monetary equilibrium. 

Regardless of a country’s social order, modern economies, with 
their productivity differentials between broad sectors of economic 
activity and even within industry, are too complex for the traditional 
instruments of preventing cost inflation and its repercussions on 
prices; success in so doing is often accompanied by a sharp deceler- 
ation of development, or even brings it to a complete halt. The 
evidence is clear: there is a choice only between accepting an incomes 
policy or else recurrent stoppages of development and a consequent 
fall in employment. 

Meanwhile, the economic and social purposes of incomes policy, 
its means, scope, standards of application and the conditions of its 
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success are gradually taking shape in the discourse between gov- 
ernment experts, businessmen and trade union representatives in all 
the major Western countries and also in the general economic pro- 
nouncements of Soviet policy makers. 

If trade unions accept an incomes policy, this does not in any 
way imply subordination to the decisions of others; on the contrary, 
by helping in the formulation of the economic plan which is to 
underlie government policy and by agreeing to an income distribution 
which serves the purposes of this plan, organized labour has an 
opportunity of playing its part in an orderly process of structural 
social changes to the effective benefit of the working classes. Lately, 
the governments of the greatest nations have placed before public 
opinion schemes inspired by different principles, but all proclaiming 
that the prosperity of the community as a whole depends upon the 
majority’s resisting the temptation to raise the quantity of money they 
receive for their own work without, in return, raising the quantity of 
products in the same measure. 

But government must do more than admonish. Modern govern- 
ments are also employers on a large scale, and in this capacity it is up 
to them to demonstrate by their own behaviour in practice towards 
what kind of incomes policy they wish to guide the behaviour of the 
public. In Italy, the wage bill for persons in the employment of the 
government, local authorities and autonomous government agencies 
amounted to 3,184 billion lire in 1963. If we add the wage bill of 
major government-controlled companies and of social insurance insti- 
tutes, we get a figure well in excess of 4 billion. This means that 
something like one-third of the country’s total dependent labour 
incomes is directly or indirectly under the control of public authority. 


Money Supply and the Banks 


The liquidity which the monetary authorities create through 
their operations with the foreign sector and the domestic market 
reaches the public either directly in the form of bank notes or 
indirectly through credits conceded by the banking system. The funds 
which the banking system supplies to the economy through credits 
either return to the banks in the form of deposits, or, to the extent 
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that they do not, remain in the hands of the public in the form of 
bank notes. 

Whenever the amount of means of payment which the banks 
supply through credits is such that the borrowers exercise demand for 
more goods than domestic supply provides, the excess purchasing 
power injected into the economy either raises prices or turns abroad 
or, generally, both. 

The monetary authorities do not have unlimited power over the 
volume of liquidity supplied to the economy and are only partly free to 
choose, at their discretion, the channels through which liquidity flows 
into and out of the economy. Within the limits of their discretionary 
power, the monetary authorities inject liquidity through one or the 
other channel in the light of the immediate effects they wish to 
produce. 

Early in 1962, when we had a large balance-of-payments surplus 
to mop up, it seemed right to distribute liquidity widely over the whole 
banking system by reducing the compulsory reserve ratio; this served 
the additional end of making it possible to complete investment 
programmes already begun in the public and private sector alike. 

At the beginning of 1963, one of the sources of liquidity creation 
was the redemption of the maturing issue of nine-year Treasury 
bonds. The liquid funds so created were channelled to the economy 
through the special credit institutes, which were enabled to place 
their own bond issues more easily with the owners of the redeemed 
government stock. 

A similar effect was achieved by placing bonds with those 
agencies which keep their funds with the Treasury. Finally, the banks 
were authorized to make good such liquidity losses as the balance-of- 
payments deficit would have caused them by borrowing abroad; as a 
counterpart to their foreign debts, the banks made loans explicitly 
connected with the productive process, because foreign-currency 
credits may be granted only to facilitate imports, usually of raw 
materials, and exports of finished products. 

An additional reason for giving the banks this faculty was that 
capital exports and their repercussions on our official reserves re- 
quired some offsetting inflow. Thus capital exports were met by 
imports of short-term funds through the banking system. Net capital 
exports in 1963 amounted to 559 million dollars and were more than 
matched by an increase in the banks’ foreign indebtedness of 650 
million dollars. 
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The accumulation of foreign debts by the Italian banks was 
stopped early in the summer. It will be recalled that this development 
was foreshadowed in the Annual Report last year; we warned that we 
would introduce restrictions, if and when they became necessary to 
supplement other measures we were preparing in order to confine 
liquidity creation within the limits required to keep a proper balance 
between the increment of money supply and the increment of real 
income and so to prevent any further considerable rise in the price 
level. 

The Italian banks’ indebtedness vis-a-vis foreign banks reached 
its peak in August 1963; since then, it has fallen off continuously and, 
on 31 March 1964, amounted to 311 million dollars. 

In addition, we took two other kind of measures: 


a) we facilitated the transformation of short-term debts into 
medium-term debts, and likewise facilitated medium- and long-term 
borrowing on the part of companies, local authorities and public 
agencies, thereby initiating a process of partial funding of short-term 
debts. The total amount of medium- and long-term debts contracted 
between July 1963 and March 1964 by banks, local authorities, 
companies and public agencies together was 407 million dollars; 


b) we conducted conversations with central banks abroad, 
and especially with the Federal Reserve, with a view to reinforcing 
the system of reciprocal credit agreements. 


Speculative capital movements of conspicuous magnitude oc- 
curred in October 1963, but they assumed dramatic proportions in 
the first two weeks of March 1964, when the Italian Exchange Office 
intervened to the extent of 255 million dollars. 

In the second week of last March, we held discussions with the 
monetary authorities of the United States, that is, the Treasury and 
the Federal Reserve. The outcome of these discussions is known: the 
conclusion of reciprocal credit agreements involving an amount of 
altogether 600 million dollars, with the participation of European 
central banks. These credit facilities were intended to help us defend 
our official reserves by acting as a shock absorber for the speculative 
attacks against the lira. We have so far used 150 million dollars of 
these credit facilities. 

In addition, arrangements were made for medium-term credit 
facilities with the Export-Import Bank and the Commodity Credit 
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Corporation. Finally, loan negotiations were opened with the Inter- 
national Bank for Reconstruction and Development on behalf of the 
Cassa per il Mezzogiorno. 

On that occasion we made a drawing of 225 million dollars on 
the International Monetary Fund. The size of the operation was 
tailored, on the one hand, to the Fund’s need to reconstitute its lire 
resources, nearly all of which had been used up in lire operations by 
the Fund, and, on the other hand, to our gold subscription. This 
leaves completely intact our chances of borrowing from the Fund; we 
may wish to do so within the framework of a financial aid programme 
to be worked out in the first instance with the European Economic 
Community, in the spirit of structural harmonization and policy 
co-ordination which it is our common, and not easy, task to achieve. 


In 1962 net liquidity creation amounted to 801 billion lire, in 
1963 to 861 billion. In 1962, 390 billion lire went directly to the 
public in the form of an increase in note circulation, in 1963 the 
figure was 441 billion. The rest went to the banks and enabled them 
to fill up their compulsory reserves to the extent required by the 
increase in bank deposits. The banks’ payments into the compulsory 
reserve accounts amounted to 380 billion lire in 1962 and to 432 
billion last year. On balance, the final effects of the liquidity injec- 
tions was to augment bank liquidity by 31 billion in 1962 and to 
diminish it by 12 billion in 1963. 

In 1962, the foreign component contributed 308 billion lire to 
total liquidity creation, in 1963 it absorbed 375 billion. The Treasury, 
on balance, created 12 billion lire of liquidity in 1962 and 777 billion 
in 1963. 

The liquidity component consisting of Treasury operations with 
the Bank of Italy and commercial banks testifies to the exceptional 
pressure of the Treasury’s cash deficit in 1963. In itself, this would 
not signify very much without the additional observation that, in 
actual fact, the deterioration in the Treasury’s cash deficit seems 
attributable not only to budgetary revenue and expenditures, but to 
the Treasury’s overall transactions, including those with the Central 
Post Office Savings Fund, where enormous quantities of bonds, 
especially those floated by ENEL, had to be placed. 
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In 1962 the Bank of Italy, the Italian Exchange Office and the 
banks between them furnished the economy with credits worth 2,779 
billion lire, including security investment; in 1963 the figure was 
3,314 billion. The money supply injected into the economy through 
credits last year raised monetary assets by 2,533 billion lire; the 
difference of 781 billion went abroad as a result of the deficit in our 
balance of payments. This deficit was financed to the extent of 375 
billion by drawing down official reserves and to the extent of the 
remaining 406 billion by an increase in the net foreign indebtedness 
of the banks. 

While bank advances grew more in 1963 than in the preceding 
year, the rate of increase dropped sharply during the latter six 
months. During the twelve months ending in July 1963 bank credits 
expanded by 25.8 per cent and during the twelve months ending in 
December 1963 by 21.1 per cent. In 1962, credits expanded by 15.1 
per cent during the last two quarters, in 1963 by 11.4 per cent (the 
simultaneous increase in deposits was 12.5 and 9.1 per cent respect- 
ively). 

In its turn, note circulation has been growing at a steadily 
decreasing rate since last June; during the twelve months ending in 
June 1963 it expanded by 21.0 per cent, during those ending last 
December by 14.3 per cent. 

The slowing down in the growth of money supply since July 
1963 began to make a major impact in the early months of this year. 
Between March 1962 and March 1963 net liquidity creation (969 
billion lire) had taken care of the whole of the increase in the public’s 
liquid assets in the form of bank notes (509 billion) as well as of 485 
million for compulsory reserve payments by the banks, thus leaving 
the latter with a small liquidity loss of about 25 billion. During the 
twelve months ending in March of this year, by contrast, net liquidity 
creation (287 billion) was much less than would have been needed to 
finance the 321 billion increase in the public’s bank note holdings 
and the 200 billion compulsory reserve payments by the banks; the 
shortfall of 234 billion was met by a contraction of bank liquidity. 

To round off the picture, it needs to be added that, during the 
twelve months ending in March 1963, the foreign component con- 
tributed 323 billion lire to liquidity creation, whereas during the 
subsequent twelve months it absorbed 701 billion. It follows that the 
combined effect of the Treasury’s and the Bank of Italy’s operations 
was liquidity creation in the amount of 646 billion lire during the 
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former twelve-month period, and in the amount of 988 billion, or 342 
billion more, during the latter. Thus, the Treasury and the Bank of 
Italy not only made good the liquidity loss due to the balance-of- 
payments deficit, but added 287 billion. 

Still in terms of twelve-month changes, bank advances expanded 
by 19.7 per cent up to January 1964, by 17.8 per cent up to February 
and by 16.0 per cent up to March 1964 (the corresponding increases 
in deposits were 11.6, 10.6 and 9.5 per cent respectively). The rate of 
increase in note circulation slowed down continuously, with the 
exception of March, when the Easter holidays during the last week of 
the month temporarily reversed the tendency. The twelve-month 
increase up to April 1963 was 18.7 per cent and 8.4 per cent up to 
April 1964; now, in May, the trend seems to continue. 

Taking the combined expansion of current bank accounts and of 
the circulation of bank notes and other means of payment, total 
money supply increased by 19.9 per cent in the twelve months up to 
March 1963, by 17.9 per cent up to June 1963, by 16.9 per cent up to 
September 1963 and by 12.7 per cent up to December 1963. The 
deceleration has continued so far this year; in January the figure was 
11.3 per cent, in February 9.8 per cent and in March 9.0 per 
cent. 

In spite of a deceleration so gradual that foreign observers 
sometimes expressed doubts as to the effectiveness of our measures, 
the credit expansion nevertheless did go on. It is hard to understand, 
in these circumstances, how the monetary authorities can be accused 
of deflationary policies, as they have been accused by certain circles. 
Instead of looking at the actual dimensions of the phenomenon and 
of interpreting it with due regard to the country’s overall require- 
ments, these critics seem to draw substance from the inevitable 
hardships suffered by business. It is true that more credit is needed 
again because production costs have risen further and it is difficult to 
transfer the rise onto prices; hence companies have to rely more 
heavily on outside sources of finance. 

But if we take a dispassionate view of last year’s economic and 
monetary events and interpret them in the light of objective statistical 
figures, we see that over the course of the year bank advances 
expanded at a higher rate than did deposits, because part of the 
purchasing power created by the banks through credits did not return 
to the banks in the form of deposits, but instead went abroad in the 
form of an excess of import expenditure over export receipts. 
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Nor is this all. In spite of the failure of part of the purchasing 
power injected by the banking system into the economy to return to 
the banks in the form of deposits, current accounts increased at a 
higher rate than did real income; in other words, the increase in 
current accounts and monetary circulation, that is, the money supply, 
was considerably larger than the real income increase, and this was 
reflected in the rise of prices. 

Surely, it is not open to doubt that in the presence of more 
credit expansion producers would have managed to transfer some of 
the increased cost pressure to prices, and a higher price level would 
have sucked in more goods from abroad, given that aggregate demand 
expands not least because of the existence of sliding wage scales. It is 
just not possible to go on using the mechanism of the sliding wage 
scale to safeguard the real value of wages and at the same time to 
want an easy credit policy, for such a policy would do nothing but lift 
prices still further. 

The divergence between the rates of expansion of loans and of 
deposits was not the same in the various sections of the banking 
system. However, even in the case of banks with an above-average 
loan/deposit ratio, the ratio of loans to total liabilities was reassur- 
ingly in line with sound banking principles. Banks with a below-average 
loan/deposit ratio are generally those which keep part of their liquid 
resources on deposit with other banks, mostly big ones, or with their 
banking associations. When these smaller banks expand their own credit, 
they have to draw more on these resources deposited with the big banks, 
and as a result the latters’ liquidity diminished and they present more 
bills to the central bank for rediscount. 

Now, a large part of the banking system’s cash pool is concen- 
trated in the biggest banks, and these had to draw more heavily than 
before on sources other than deposits from the public. These other 
sources of funds are interbank deposits, foreign deposits, and recourse 
to the Bank of Italy; the latter amounted to 1,942 billion lire on 31 
December 1963. The Bank of Italy had requested the banks to be 
rather sparing with foreign exchange credits financed by currencies 
held in deposit from foreign banks; clients, at the same time, tended 
to replace foreign exchange credits by lire credits. In these circum- 
stances, some banks exercised more demand for deposits from other 
banks and borrowed more from the Bank of Italy. In the event, the 
big banks were responsible for 63 per cent, or 272 out of a total of 
431 billion lire recourse to the Bank of Italy last year. 
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Interbank deposits, foreign deposits and transactions with the 
Bank of Italy carry different rates of interest; it follows that certain 
inequalities arise from the differential proportions of the funds drawn 
from these various sources by any particular bank. On the other hand, 
recourse to the Bank of Italy is administered by the latter mainly with 
reference to the liquidity situation of each separate bank, and the 
different measure in which banks can draw on this source of funds 
creates differences in their average borrowing costs. Furthermore, 
interest rates on interbank deposits being lower than those on foreign 
deposits, there is a tendency to scramble for these domestic funds and 
this puts obstacles in the way of our policy to keep the interest rate on 
interbank deposits in line with the Treasury bill rate. It would seem 
necessary, therefore, that monetary policy try to unify the terms on 
which domestic and foreign money market funds are exchanged, and 
to eliminate or at least reduce the causes which make for inequality of 
conditions as between separate banking firms. 

Another obstacle to effective liquidity control is that public 
agencies, seemingly under some sort of peripatetic compulsion, keep 
moving large sums of money from Treasury accounts to the banks, or 
vice versa, or from one bank to another. When the movement in or 
out of Treasury accounts takes place with the Treasury’s active 
participation, the close collaboration between the Treasury and the 
Bank of Italy does away with the danger of distortions in the process 
of liquidity creation. But this is not so when the owners of the funds 
act on their own initiative. When huge amounts are withdrawn from 
one bank and deposited with another at a time of generally tight bank 
liquidity, the central bank may be obliged to make good the liquidity 
loss of the bank from which the funds are withdrawn without being 
able to prevent the liquidity gain of the bank into which these monies 
are paid. 

As conditions are at present, it seemed right to renew the 
interbank agreement without modifications which would have af- 
fected the current relationships between interest rates permissible for 
the various categories of accounts. In effect, the categories of ac- 
counts which attract monetary resources are unevenly distributed 
among the various sections of the banking system, so that any changes 
in relative rates of interest would alter the distribution of monetary 
resources not only among the various categories of accounts, but also 
among banks, and the results for the system’s total recourse to the 
central bank would be much the same as those described above. 
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In 1962 the banking system’s loans expanded by 1,995 billion 
lire, and its credits to large companies by 475 billion; in other words, 
new credit extended to large companies accounted for 24 per cent of 
total new credit. In 1963, the banking system lent out a net total of 
2,268 billion lire, of which 369 billion, or 16 per cent, went to large 
companies. Its new credits to public agencies were 198 and 130 
billion respectively, and those to medium-sized and small firms 1,322 
billion in 1962 and 1,770 billion last year. This latter group of firms 
thus got 66 per cent of the total credit increment in 1962 and 78 per 
cent of it in 1963. These figures are eloquent testimony to the fact 
that a strong flow of new credit in 1963 was directed to the small and 
medium-sized companies, and not to the big ones - in line with 


suggestions the Bank of Italy has more than once addressed to the 
banks. 


Special Credit Institutes, the Capital Market and the Use of Finance 
Funds 


Like the banks, industrial credit institutes last year channelled a 
relatively larger share of their new loans to medium-sized and small 
firms. In 1962, these latter had received 286 billion lire out of a total 
of 673 billion new industrial loans granted; in 1963, they got 313 out 
of a total of 623 billion, and their share of new credits therefore 
passed from 42 to 50 per cent. By comparison, government-controlled 
companies borrowed 215 billion lire of new money from industrial 
credit institutes in 1962 and 132 billion in 1963, and other large 
companies received 90 and 77 million, respectively, in the two 
years. 

Privileged credits to medium- and small-scale industry, under the 
terms of Law No. 623, amounted to 160 billion lire in 1962 and to 
133 billion in 1963; those for Mezzogiorno industrialization, under 
the terms of Law No. 634, rose from 41 to 75 billion. These 
developments were in line with the policy intention of concentrating 
a larger proportion of privileged credits within the geographical area 
under the competence of the Cassa per il Mezzogiorno. 

Together, new loans granted last year by industrial and by land 
and building credit institutes, including transactions on Treasury 
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account, were 1,310 billion lire in 1962 and 1,178 billion last year. In 
1962, the banks furnished 520 billion of the funds required for 
ordinary loans and 391 billion in 1963, corresponding, respectively, 
to 49 and 32 per cent of the total. The peak point in the banks’ share 
in the supply of funds to these credit institutes occurred in the third 
quarter of 1962, when the figure was 56 per cent; in the following 
quarter it came down to 51 per cent and in the corresponding periods 
of 1963 it was 40 and 25 per cent respectively. This relative con- 
traction was a response to a directive of ours of which we gave notice 
at this meeting last year, when we warned that it would not be 
possible to finance investment credits by liquidity creation instead of 
savings. 

The containment of bond issues within the afore-mentioned 
limits has had the result that enormous loan commitments accumu- 
lated in industrial credit institutes. On 31 December 1963, these 
institutes had commitments amounting to 1,049 billion lire, of which 
604 billion were promised to small and medium-sized firms, 264 
billion to large private and government-controlled companies, and 
the rest to public agencies. At the same time, credit applications 
waiting for approval amounted to another 928 billion lire; 6,080 of 
these applications, involving an amount of 698 billion, came from 
small and medium-sized firms. 

Net new security issues on the capital market dropped from 
1,642 billion lire in 1962 to 1,340 last year; this was just a little more 
than in 1960 and 1961. The public, that is, investors other than the 
banks and those institutions which keep their funds with the 
Treasury, took up appreciably less than before, namely, 677 billion 
lire against more than 1,000 billion in 1960 and 1961, and 971 billion 
in 1962. Equity issues were 608 billion lire in 1962 and 267 billion 
last year. 


These figures may be explained and interpreted as follows: 


a) The stock exchange crisis of the second half of 1962 
showed its full effects last year, when barely half as much new money 
was raised on equity issues than the year before. The reason was not 
that applications for equity issues were refused but that they were not 
presented or, in some cases, that the applicants themselves seemed in 


some doubt as to whether they could place their shares on the 
market. 
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b) Considerable parts of new bond issues were not sold to the 
public during the last two years, but placed instead with banks and 
with agencies which keep their funds with the Treasury; whereas this 
group of institutional investors took up 28 per cent of net new issues 
in 1960 and 30 per cent in 1961, they accounted for as much as 65 
and 62 per cent, respectively, in 1962 and 1963. The Treasury’s 
support to the market last year amounted to 536 billion lire, in the 
shape of bond subscriptions by the Central Post Office Savings Fund 
and redemption of Treasury bonds. 


c) Even though less bond issues were authorized than were 
applied for and part of them was taken up by the banks, and 
notwithstanding the Treasury’s support to the market, the index of 
stock exchange prices for the bonds of industrial credit institutes 
dropped from 117.8 in December 1962 to 107.3 in December 1963; 
yields correspondingly rose from 6.02 to 6.61 per cent. 


The Bank’s Annual Report in 1962 discussed at some length the 
problems connected with the size of the capital market in Italy, in 
comparison, also, with other countries. The conclusion was that the 
market could not conceivably go on expanding at the current pace. 
Last year on the same occasion we warned that no repetition of the 
events of 1962 must be expected, and drew attention to the danger 
that the changing quality composition of the securities traded on the 
market was bound to affect the latter’s efficiency. 

What happened subsequently confirmed that more bonds were 
being floated than could be placed without providing inflationary 
finance for them. Throughout the years 1956 to 1962, with the sole 
exception of 1959, more than 30 per cent of the new money raised by 
security issues came from equities; in 1963 the proportion was only 
20 per cent. 

It seems obvious, in these circumstances, that it would make it 
easier to finance investment without recourse to inflationary means if 
we succeeded in rearranging the composition of total security issues 
to suit investors’ preference. We need to interest all the various 
categories of investors, including new institutional investors. To do 
so, two conditions are essential: 


a) Economic policy must be such as to enable companies to 
be reasonably sure that they can cover their costs and still to leave 
open the possibility that changing business conditions would be 
reflected in profits, as the residual element. Notwithstanding the 
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imperfections of our stock markets, fluctuations in share prices do, in 
the long run, provide a measure of profit expectations. 


b) We should introduce a stabilizing element into the market, 
such as, for instance, investment or unit trusts. This could be done 
without waiting for the reform of company law, by means of fiscal 
provisions; the dividend income of investment trusts could be wholly 
or partly exempted from tax liability under Law No. 1745 of 29 
December 1962 and any profit they made on sales of securities could 
be declared as income not subject to direct income tax. 


If institutional investors, such as insurance companies and social 
insurance funds, are to be given the faculty of investing in shares, and 
if we are to have investment or unit trusts, both the enabling 
legislation and relevant government regulations will have to insist on 
the investments being split up in adequate manner — majority share 
holdings must be ruled out - and on full information being furnished 
to subscribers so that they can exercise proper control. If investment 
or unit trusts are authorized also to include foreign shares in their 
portfolio, they will be able to offer the public a composite stock with 
an additional built-in price stabilizer. 

But, however successful we may hope to be in bringing the 
equity market to the fore again as a source of finance, bond issues still 
remain large. The reason is the growth of public investment pro- 
grammes financed by bond issues, and also the further extension of 
the government-controlled sector in consequence of the nationaliz- 
ation of the electricity industry. As of 31 March 1964, no less than 
1,120 billion lire needed to be raised by bond issues to finance the 
1964 investment programmes pursuant to existing legislation and 
planned by ENEL, ENI and IRI. 

Special credit institutes will have to make additional claims on 
the bond issue market, and, adding also short-term credit, we get a 
total of 1,640 billion lire. Lastly, industrial credit institutes will need 
some funds to satisfy at least part of private investment demand, and 
so will land credit institutes. All this together is far more than the 
market can absorb. 

In these circumstances, the government cannot escape the ne- 
cessity of setting up a scale of priorities in line with its economic 
programme, and of establishing a timetable of investment such as not 
to compromise monetary equilibrium. It is a matter of satisfaction 
to be able to note that the government has, in fact, begun a critical 
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review of investment projects in various sectors, with a view to 
appropriate co-ordination. Once the government has taken the de- 
cisions which give the economy its policy directives, the central bank 
will play its part by spacing out authorizations for security issues in 
such a manner as to reduce the amplitude of stock price fluctuations 
very quickly. 

But the central bank cannot make good deficiencies in the 
formation of saving by creating new money beyond the limit com- 
patible with price stability and a return to balance-of-payments equi- 
librium. Nor can it force bond issues upon the banks, thus obliging 
them to restrict credits to firms. It is worth recalling, in this context, 
that the ratio of the banks’ fixed-interest-bearing security holdings to 
deposits is no less than 15.6 per cent. 

Within its powers of overall liquidity control, the central bank 
can do something to channel newly created liquidity this way or that, 
according to the immediate effects desired. We have, for instance, 
purchased government stock from public agencies so as to enable 
them to invest the proceeds in mortgage bonds; we did this in special 
consideration of the importance of mortgages for housing con- 
struction in some of our large towns. 

All in all the capital market last year furnished the economy with 
1,608 billion lire, either directly through security issues or indirectly 
through special credit institutes; in 1962 it had supplied 1,950 billion. 
Of last year’s total, 22 per cent went into building (19 per cent in 
1962) and 6 per cent into public works (5 per cent in 1962). The bulk 
of the rest was concentrated in manufacturing industries, among 
which steel, engineering and chemicals alone got 29 per cent of the 
total in both years. 

The steel industry’s share was rather bigger than before, because 
large sums were needed for the completion of the new steel mills 
under construction. The concomitant nature of bank credit was 
evident in its complementary pattern of distribution: the share of 
housing credit diminished from 14 to 11 per cent, that of credits to 
manufacturing industries increased and, more particularly, the pro- 
portion of credits to the steel, engineering and chemical industries 
rose from 25 to 28 per cent. Petroleum companies, which had 7 per 
cent of bank credits in 1962, had only 0.5 per cent last year, as a 
result of a public credit to them in the form of tax deferment 
amounting to 122 billion lire; in 1962, on the other hand, the banks 
lent the petroleum sector a total of 129 billion. 
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When companies can effect less internal saving because prices do 
not rise as much as costs, partly because of foreign competition, they 
naturally have to look for more outside funds on the capital and the 
money market. This generates the sort of imbalance between demand 
and supply which we call a credit squeeze. There is ample statistical 
evidence to the effect that in Italy during the last two years and in 
1964 so far the reason for the credit squeeze has been not that the 
supply of bank credit fell off in absolute terms or expanded at only 
the same rate as the country’s real income, but that demand raced 
ahead of supply. 

Given the price rise and the growing deficit in the balance of 
payments, it became obvious that there was no point in injecting more 
liquidity into the market than we had to do in order to avoid serious 
stoppages of production. In these circumstances, many a voice was 
raised in favour of introducing a policy of more selective bank credits. 

With this I do not, of course, mean the opinions of any par- 
ticular companies which wanted more help from the capital market or 
the banking system; naturally enough, each one of them feels that its 
own needs should take priority over all others. I have in mind, rather, 
a view which is widespread especially among academic economists, to 
the effect that the credit squeeze could be greatly eased by more 
stringently selective credit control. 

At present, selective control over the medium- and long-term 
loans of special credit institutes is exercised by the monetary auth- 
orities on the occasion of their authorization of bond issues by the 
institutes; similarly, all other security issues are subject to adminis- 
trative authorization and, at that moment, to selective credit control. 
There remains, therefore, the question up to what point to strengthen 
the system by extending it to short-term bank credit. This is an 
extremely important question, on which we might usefully dwell for a 
moment at this point. 

Throughout the 1950s, the expansion of bank credit corre- 
sponded to about one-sixth of the volume of simultaneous gross 
investment; since 1960 the proportion has been one-third. But bank 
credits to some extent also finance the public sector and household 
consumption; in part, furthermore, they are the counterpart of de- 
posits by companies themselves. The net contribution of the banking 
system as one of the channels through which company investmert is 
financed is, therefore, a good deal less than the figures of bank 
advances suggest. 
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Another important point is that, when it comes to making the 
financial decisions which are so weighty a factor in guiding in- 
vestment activity, one lira borrowed from the banks counts less than 
one lira drawn from self-financing funds or from the capital market. 
The reason is that profit expectations are scrutinized much more 
carefully by the investing firms and by the special credit institutes 
when they decide to finance new plant with funds which, in an 
orderly market, must be partly the firm’s own and partly raised 
through long-term borrowing. This is the sound financial basis of 
investment decisions; once it exists or arrangements have been made 
for it, short-term bank credit may be drawn upon for supplementary 
or concomitant funds or to prefinance investment. 

The question of a qualitative control of bank credit for purposes 
of investment guidance can, therefore, rationally arise — and then only 
within the limited scope of bank credit — only after the authorities 
have already exercised their influence on long-term loans and yet the 
distribution of investment is still unsatisfactory. 

It should be recalled, in this connection, that about one-quarter 
of the country’s total gross investment is either made by public 
agencies in their capacity as investors or decided by them in their 
capacity as providers of finance; this figure, incidentally, excludes 
agencies which are themselves producers, and excludes also gov- 
ernment-controlled companies and private investment in response to 
government incentives. 

It should also be recalled that during the last four years private 
fund-raising on the capital market, either directly or through special 
credit institutes, has financed about one-quarter of all investment and 
one-third of private investment; in either case, it is subject to the 
approval of the monetary authorities, who in turn give or withhold 
approval in accordance with the directives issued by the Joint Minis- 
terial Committee on Credit. 

When we say that a considerable part of investment decisions is 
taken by public authorities and that another considerable part is 
governed by directives emanating from a committee of ministers in 
exercise of its legal powers, we remain strictly in the field of facts 
concerning the working of government in its legislative order, with 
results that are statistically measurable. 

But in investment guidance, allowance must also be made for the 
effects of the government’s influence on self-financing, and this is 
something we cannot measure. All we can say is that, in a mixed 
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economy like ours, this influence must work indirectly, through 
framing the conditions of competition, through fiscal means, and - I 
repeat my hope — through an incomes policy. I would not presume to 
suggest at what rate of profit and at what distribution of profits such 
subtle government intervention should aim. All I want to do is to 
explain the setting in which banks have to take their credit decisions 
and to help fashion this setting in such a way that the banks are not 
asked to apply contradictory operational standards. 

With this limited purpose in view, then, I would say that one of 
the intermediate objectives of a modern state’s economic policy is to 
create throughout the whole productive system a degree of compe- 
tition which is judged optimal from the point of view of reconciling 
social justice with income growth. Another is to modify the con- 
ditions of competition through fiscal means, that is, through taxes, 
exemptions and subsidies, whenever special localized purpose so 
require; these may include the protection of certain social patterns, 
incentives to entrepreneurship in certain regions, or capital formation 
among certain classes. A third of these intermediate objectives is to 
regulate the volume of aggregate money demand and of its major 
components through an incomes policy. If we successfully arrange the 
affairs of the nation so as to achieve these intermediate objectives, we 
shall have to accept the consequences — or else we shall be creating 
internal conflicts within the system of government intervention. In 
other words, we shall have to accept the structure of demand such as 
it is fashioned by these fundamental acts of government; then it will 
not happen that the ultimate objectives of government policy are 
frustrated if the apparatus of production is left free to adapt itself to 
this demand, and if the mechanism of bank credit is left to accompany 
and condition this adaptation process according to normal banking 
principles — that is, risk appraisal in terms of the firm’s profit 
expectations and in terms of the real and personal guarantees the 
client can offer. 

Even if it were possible to introduce more selectivity into bank 
credit, it is hard to see how to avoid arbitrariness, given the com- 
plexity and variety of the sector of medium-sized and small enterprise 
which relies upon bank credit and given, above all, the great number 
of medium-sized and small banks operating in geographically re- 
stricted areas. If the latter were asked to implement directives imply- 
ing choices of high-priority sectors, they would be all but paralysed in 
practice, or else they would be forced into a concentration of risks 
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incompatible with efficient safeguards for the class of depositors to 
whom they cater. 

For all these reasons I believe that, in the conduct of modern 
government, qualitative control of bank credit is a tool to be kept in 
reserve and to be applied with moderation in special conditions 
rather than as a regular component of credit policy. In certain cyclical 
phases, one kind of credit may indeed have to be curbed in favour of 
others and, in exercising its overall powers of control and direction, 
the central bank has from time to time done so and may do so again. 
But we only have to look at the most recent developments to see that 
cyclical situations can change very quickly, and for this reason we 
must be watchful and flexible in anything we do to direct the flows of 
credit. Moreover, intervention of this kind is apt to have so many 
general and specific effects of opposite sign and unmeasurable mag- 
nitude, that it would seem safer for the monetary authorities not to 
assume direct responsibility for the innumerable adjustments required 
by cyclical developments, but to leave these adjustments to the 
market processes, within the general conditions created by control of 
the volume of liquidity. 


Some Problems of the Moment 


Recent experience in the monetary relations between Italy and 
the United States has proved that swap agreements and the US 
Treasury’s issues of debt certificates denominated in foreign currency 
are realistic procedures capable of fruitful development. This may 
prove a flexible way of meeting any possible increase in the world’s 
liquidity and credit needs. The credits being quickly reversible in case 
of a sudden change in the flow of funds or the respective balance-of- 
payments position, as the events of last March abundantly demon- 
strated, these reciprocal agreements effectively serve the interests of 
both parties concerned and not only those of one of them. They 
would, therefore, seem to have more merit than some of the abstract 
formulae suggested in recent times and might suitably become a 
permanent feature of the international monetary system. 

These experiences, as well as the studies conducted by the 
so-called Group of Ten, have strengthened my conviction that, sub- 
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ject to possible minor adjustments, this system is sufficiently solid and 
flexible to meet the foreseeable needs of the next few years. However 
logically coherent other innnovations may apear, they would be 
acceptable only on condition that they are allowed to prove their 
worth in a long, and free, transition period. 

We are in the fullest possible agreement with the efforts to 
speed up the process of co-ordinating budgetary and monetary 
policies with a view to the swift correction, or indeed prevention, of 
imbalances in international payments. 

The progressive intensification of collaboration within the 
Organization for Economic Co-operation and Development and the 
recent decision of the Council of Ministers of the European Econ- 
omic Community are steps in the right direction, in so far as they tend 
to make major decisions of internal and external monetary policy 
subject to systematic consultations. 

Last April, the Council of Ministers of the EEC made a series of 
recommendations concerning measures to achieve, or consolidate, 
price and cost stability in member states, and made it clear that this 
objective was to take priority over all others at the present stage of 
the business cycle. For Italy, the particular recommendations were 
that tax increases should be distributed so as to slow down the 
expansion of private consumption while interfering as little as 
possible with company investment; that a full anti-inflationary pro- 
gramme should be worked out to complement the measures already 
put in hand to stabilize domestic prices and costs quickly and to 
improve both the country’s competitive position and its balance of 
payments; and that, more generally speaking, the expansion of do- 
mestic demand should be held back by fiscal means, the policy of 
containing the credit expansion should be continued and a balanced 
incomes policy should be introduced, so as to keep the growth of 
nominal and real income in line as far as possible. 

With the full concurrence of the Italian authorities and in a 
spirit of constructive collaboration, the EEC Commission is at present 
also investigating our economic position, under the terms of Article 
108 of the Treaty. Discussions so far suggest that the afore-mentioned 
recommendations will be formulated in more precise terms and that 
others may be added in the light of such changes as may take place in 
our situation; these additional recommendations may concern com- 
mercial policy, public finance, credit policy and, finally, the ways and 
means of introducing an incomes policy. 
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Not only the EEC, but also other international organizations to 
which Italy belongs, are watching with attention our efforts to get our 
economy back onto an even keel. The success of the set of measures 
we have adopted in line with, and sometimes in anticipation of, the 
afore-mentioned recommendations has become a matter of common 
interest. It is a fact that the evolution of international economic 
relations limits each country’s independence in formulating and im- 
plementing its economic policy, but it also diminishes the margin of 
possible error. Much more than in the past we shall, therefore, have 
to stand up in the international forum for what we do not do, and 
have to listen to constructive criticism and give account of any delay 
in the adoption of corrective measures for such domestic or external 
imbalances as may arise. It is right that this should be so, because, in a 
regime of fixed exchange rates and open economic frontiers, such 
imbalances tend to propagate themselves quickly to other economies, 
which can do little to defend themselves. 

Real magnitudes and monetary magnitudes must be brought 
back into a proper relationship, which alone can remove the strains 
from which our economic system now suffers and put it once more on 
the road of balanced growth. This is a problem which can be solved 
only by the combined efforts of government, entrepreneurs and trade 
unions. It is also a problem which has many facets, of which I have 
discussed only those pertaining to the creation of monetary means in 
relation to income growth. This limitation corresponds to the bound- 
aries of our sphere of responsibility and is not meant to imply that the 
other aspects are of lesser importance. To countercheck the con- 
clusions to which our analysis has led us, we conducted a survey of 
the experience of a large number of countries in matters concerning 
the comparative movements of wages, production, liquidity and 
prices. 

The survey covered the countries of the Common Market, the 
Scandinavian countries, Austria, the United States, the United King- 
dom, Canada, Japan and Argentina. For each of these countries we 
calculated two ratios of indices, selecting ratios the time path of 
which is particularly helpful in interpreting the comparative move- 
ments of the factors under consideration. The first ratio was that 
between the wage index and the index of production, and its vari- 
ations may be taken as indicators of variations in labour cost per unit 
of product in the course of the cyclical phases. The second ratio was 
that between the index of primary liquidities and the wage index; 
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changes in this ratio, together with those in the first-mentioned, 
indicate whether or not liquidity variations are connected with cost 
variations. 

To put it briefly, the results of our survey show that economic 
expansion at more or less stable prices coincided with periods when 
labour costs per unit of product were stable or declining - with 
periods, that is, when monetary and credit policy was free to regulate 
the economic system from the sole point of view of an expansion of 
production and trade, without having to worry about cost inflation. 
In a phase of rising labour costs per unit of product, on the other 
hand, the rate of expansion of output was occasionally, and for some 
time, kept up by an increase in the system’s liquidity allowing prices 
to rise, but in the longer run it always proved inevitable to apply a 
more restrictive monetary policy, and balance was ultimately restored 
only at the cost of slowing down the expansion of output for some 
time. 

In Italy, where unit labour cost rose considerably in 1962 and 
1963, the increase in the economy’s liquidity did not fully recon- 
stitute the liquidity of firms through a price rise, because of the 
simultaneous deficit in the balance of payments. We were not able to 
avoid a deceleration of development. 

In the light of these facts, we must conclude that it would have 
been wrong, and would still be wrong, to try and re-establish the 
balanced conditions in which firms can increase production by means 
of a credit expansion beyond its current dimension; the result would 
simply be that prices would rise even further, and once domestic 
prices rise above foreign ones, the ultimate effect would be a larger 
deficit in the balance of payments and less employment. In these 
circumstances, the only acceptable policy is one designed to stabilize 
labour costs per unit of product. This can be done by prolonging 
collective agreements due to expire in the near future and by reducing 
the sensitivity of the sliding wage scale possibly, among other things, 
through a lengthening of the intervals between one adjustment and 
the next. 

In the absence of measures to re-establish those internal relation- 
ships in the economy which are a condition of continued expansion, 
we had, and still have, to rely principally on the containment of the 
process of liquidity increase, so as to keep the expansion of monetary 
demand within the limits corresponding to the formation of real 
domestic resources. This we did, although we were not unaware of 





114 BNL Quarterly Review 


the dangers inherent in this mechanism of adjustment; the very 
containment of monetary demand may impair the formation of real 
resources. 

These dangers are all the more serious, the more rigid is the cost 
structure and the narrower are profit margins. Any incipient downward 
move of prices would then at once come up against a solid barrier of 
costs, at which point a number of firms would either have to restrict 
production or to go out of business; the subsequent adaptation to the 
desired level of monetary demand would have to take place via 
employment, or, in other words, via an undesired reduction in real 
income flows. 

The conclusions to be drawn from all this for the problems of 
the moment in the Italian economy seem contradictory at first sight. 

There is much to suggest that the cost barrier is both rigid and 
near-by. The redistribution of income to the benefit of wage earners 
during the last few years has narrowed down the profit margins of 
firms, wage levels are fixed by collective agreements and the area of 
possible deviations from minimum contractual wages has become 
smaller than it used to be. Firms have higher expenses for social 
security payments, some taxes are assessed on the volume of pro- 
duction, and the operational conditions of public utility companies 
are such that tariffs cannot be reduced. 

On the other hand, there is also something to suggest that our 
cost structure has by no means negligible elements of flexibility. In 
the areas of greatest industrial congestion and in cyclically sensitive 
branches of production effective wages have tended to rise above 
contractual wages, as we pointed out before. The overheated boom 
has made room, especially in building, for many small suppliers and 
service firms, whose mixed capital-and-labour incomes respond 
readily enough to demand conditions. The same applies to a con- 
siderable part of the incomes in trade, transport and agriculture. 

Another element of flexibility is the extent of Italy’s relations 
with the world economy and more especially the European economy, 
as evident in the large volume of exchange of goods and services and 
in the mobility of factors of production, especially labour. In a 
situation of full employment and high prosperity, such as several of 
our closest partners now enjoy, there should be more opportunity 


than there ever was in the past to sell our goods and services abroad 
instead of at home. 
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Weighing the elements of rigidity against those of flexibility, we 
are nevertheless forced to conclude that adaptation to a lower ab- 
solute level of monetary demand would curtail employment ap- 
preciably. But this is not really our problem just now in Italy; our 
problem is the more limited one of temporarily slowing down the rate 
of increase in demand. We do not need to bring prices down to the 
cost barrier or beyond; all that is required is that we do not allow 
labour costs and income transfers at the expense of the productive 
system to push costs up towards and beyond present prices. If we 
manage to avoid this cost push, we shall be able to maintain our 
economy’s competitive position abroad without serious detriment to 
domestic employment. 

We have tried, this year, to quantify the loss of competitiveness 
our economy suffered in the last two years; as can be seen earlier in 
this Report under the heading Balance of Payments, it seems that, 
while we have not wiped out all the advantages we slowly gained in 
ten years, we are more or less back at the position we held in 1958. In 
the meantime, however, income has grown more in Italy than else- 
where, and the ratio between the rate of increase in imports and the 
rate of income growth has gradually risen, especially during the last 
two years when imports expanded unusually fast. 

But income per head is still not as high in Italy as in other 
countries, and we need to continue expanding income faster than 
they. To do so, we must not only eliminate the above-mentioned 
anomalous pressure on our balance-of-payments deficit, but also, 
more fundamentally, gain a bigger place in world trade. This is not to 
imply that we must regain the competitive position we had in recent 
years, when our balance of payments showed large surpluses. It will 
be enough, in the immediate future, to reduce our current deficit to 
proportions where we can finance it by ordinary capital movements. 

Money supply, defined as the sum of note circulation and 
current accounts, would seem to be under control at present. During 
the first quarter of this year it increased at an annual rate of 4.4 per 
cent. Assuming that in 1964 gross national product in real terms will 
grow a little less than in 1963, and allowing for a certain margin of 
uncertainty in the index due to seasonal adjustment, this figure 
suggests that the formation of money supply has been reduced to a 
rate where it is compatible with reasonable price stability. We 
achieved this reduction by containing the expansion of bank credits, 
which, during the first three months of this year, increased at an 
annual rate of 6.4 per cent. 
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After a rise of 5.5 per cent in 1963, the general index of 
wholesale prices went up by 0.3 per cent during the first quarter of 
this year. Agricultural prices actually came down, and other prices 
went on rising only at the slower rate of the last months of 1963. 

In the balance of payments, the current account closed with a 
deficit of 657 million dollars last year, whereas in 1962 it had still 
been in surplus to the extent of 276 million dollars. Seasonally 
adjusted quarterly figures deteriorated steadily from a record surplus 
of 225 million dollars at the end of 1961, down to a record deficit of 
275 million dollars in the third quarter of 1963. No further deterio- 
ration, however, has occurred since, and indeed the seasonally ad- 
justed current deficit showed some signs of improvement during the 
first quarter of 1964, when exports of goods and services increased 
and imports were stationary. 

In April 1964, export proceeds fell short of import expenditure 
by 221 million dollars, as against 138 million in April 1963, but there 
was an offsetting surplus on other current items, and capital move- 
ments, too, were in equilibrium. In May, finally, provisional figures 
suggest equilibrium in the overall balance of payments; more particu- 
larly, the repatriation of bank notes seems to be only about one-tenth 
of what it was in May last year. 

I regard it as my duty to state plainly that it would be a mistake 
entailing irreparable consequences to interpret these latest develop- 
ments as signs of a reversal of fortunes in our economy. In any event, 
our monthly figures of external payments are far too heavily influ- 
enced by seasonal and random fluctuations to have more than very 
limited significance. The correct conclusions to be drawn from these 
apparent improvements is that we must persist with our policies, even 
though they are bound to involve sacrifices. It is just because ex- 
perience shows our difficulties not to be uncontrollable, that we 
should be seriously failing in our responsibilities to the country if we 
proved ourselves incapable of keeping these difficulties under control. 

Other countries, which have already gone through the trans- 
formations now taking place in Italy, encountered the same sort of 
difficulties. In our country, today, entrepreneurs and workers alike 
are pushing forward on the road to progress; both will surely find a 
way to combine their efforts, in the free discussion proper to a system 
of political democracy, so that the civic advancement of our country 
can proceed without interruption. 
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* * * 


When meeting with you last year, I said that if we had a 
balance-of-payments surplus, we could pursue a credit policy designed 
to encourage a vigorous process of capital formation and the creation 
of many new jobs, but that we could not afford such a policy with an 
external deficit such as we had at the time. A large part of the 
additional purchasing power would simply have gone abroad instead 
of sustaining the liquidity position of producers, and by delaying the 
moment of decision we would have made the effects harder for the 
economy. 

In discharging our responsibilities in this new and difficult 
situation, we draw comfort from our conviction that the social and 
political forces of our nation are becoming fully aware of the 
problems involved and realize that, while they are grave, they are also 
controllable. 

In the gradual unfolding of actual events, we shall try to match 
total liquidity creation to the need of keeping prices stable and 
equilibrating our balance of payments within the period of grace 
allowed to us by our reserves and by help from abroad. Within the 
limits of our statutory powers, we shall also try to match our credit 
control to overriding countercyclical requirements, for it is these that 
ultimately govern the accomplishment of the fundamental objectives 
of economic policy, as formulated by the competent branches of 


government with the intent of sustaining the growth of both income 
and employment. 
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Gentlemen, 


This is the fifth time that I have been called by my office to 
report to you on our country’s monetary situation. Every year, I have 
had to give you a picture of quite different economic developments, 
and over the whole of the five years the chain of events moved from a 
situation of high promise — with expanding production, stable prices 
and an external surplus — first to a balance-of-payments crisis and then 
to stagnation at home. Now I can report on signs of recovery which 
justify the hope that we may in the near future assemble once more 
the positive elements of the initial situation and move along the path 
of growth again, less fast perhaps, but in a more orderly manner. 

To do this, we must put to good use the lessons we have learnt, 
and suffered, in the vicissitudes of recent years. This is why I, who has 
had to live through them in a position of heavy responsibility, would 
like to take this opportunity to go beyond the events of the last year 
alone and to discuss the whole nexus of cause and effect, of action 
and reaction, which generated the ebb and tide of economic events 
during the whole five-year cycle. 

The means by which public opinion is informed have become 
more numerous and better. But it is also true that the public at large 
has become much more interested in economic problems, just because 
recent changes in business conditions have been so dramatic, because 
they have so patently affected the situation of individuals and the 
economic branches in which they work, because government has 
intervened on such a large scale and because the outlook for the 
future has been so uncertain. Production, investment, consumption, 
costs, prices, profits, balance of payments and the relationships be- 
tween all these magnitudes have ceased to be esoteric logical cat- 
egories intellegible only to a small circle of experts, and have become 
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the subjects of discussion in which political parties, trade unions and 
Parliament join with increasing frequency. This is a sign that we are 
progressing towards a more truly democratic order in which the 
members of the national community take conscious responsibility for 
the affairs of their country. 

The complex events of the last few years, our successes and our 
failures, gain added interest, from the point of view both of economic 
policy and of economic analysis, by the great variety of new and 
unexpected factors. It has become clear, first of all, to what a large 
extent the development of a modern economy is governed by forces 
which cannot easily be controlled by the monetary authorities. Later, 
in the phase of adjustment, the Italian economy was seen to have 
retained its full capacity to transfer resources from domestic to 
external uses through equilibrating processes of a monetary nature 
which neither interrupted, let alone reversed, our country’s progress 
toward integration with the world market. 

While I shall limit my remarks to the sphere of competence of a 
central bank, I yet hope to make a contribution to the knowledge and 
understanding of all these matters by discussing in depth those 
aspects of monetary policy which are our more immediate responsi- 
bility. If I give no more than brief mention to strictly cyclical aspects 


having to do with production, prices and the balance of payments, it 
is in part because, as I have said, these are discussed frequently and 
widely, if only because people are anxious to discover in them at once 
any hopeful signs that may appear. In any event, these are thoroughly 
examined in the separate chapters of this Report. \ 


The International Monetary System and Italy’s Return to External 
Balance 


Before turning to the problems of the Italian economy itself, 
however, I feel I should first call your attention to a set of wider 
problems which have been the subject of so many new proposals and 
such lively debate recently, even if I cannot in my brief remarks do 
adequate justice to the complexity of the argument. I have in mind 


the problems of the present and future of the international monetary 
system. 
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Such as it is today, this system makes it possible to raise with 
lightening speed the financial resources needed to break any specu- 
lative attack launched upon the currency of a country while it takes 
steps to re-equilibrate its balance of payments. This has been demon- 
strated quite recently when sterling came under heavy pressure and 
the United Kingdom received financial assistance on an unpre- 
cedented scale, first through central bank support ancl subsequently 
through drawing on the ordinary resources of the International 
Monetary Fund as well as on special resources which the latter raised 
under the General Arrangements to Borrow. 

But to acknowledge these merits of the system does not absolve 
us from the obligation to look also for any demerits it may have and 
for ways of eliminating them. 

The most serious drawback of the current international mon- 
etary system is commonly stated to be that the chief source of 
international liquidity creation is the deficit in the United States 
balance of payments. Since 1958, the United States has incurred a 
total deficit of 21 billion dollars, and only 7 billion of it was covered 
by gold sales from the US Treasury to the central banks of surplus 
countries, especially in continental Europe. The remaining 14 billion 
dollars largely accumulated in commercial and central banks else- 
where than in the United States, and more than one-third of them, 
again, in continental Europe. To the extent that they are in central 
banks, they are used as currency reserves. 

The critics of the present system say that, in the absence of these 
dollar balances, the government of the United States would have 
been forced to re-establish external equilibrium quickly. They also say 
that the very size of the US deficit and the fact that it was partly 
financed by European central banks purchasing dollars against 
national currencies were one of the causes, and perhaps the chief 
cause, of the inflationary pressures in Europe. The argument is that 
prices are pushed up by the excessive purchasing power injected into 
the market by the dollar purchases of the central banks, and that 
higher prices in turn push up wages. It is also argued that simply to 
aim at aligning wage increases with productivity increases without 
doing anything about this excess flow of monetary means to the 
market would mean wanting to remove the effects without elimin- 
ating the cause. 

The conclusion of all this is that the only dam which can hold 
back the flood of purchasing power which originates in the United 
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States and threatens to submerge Europe is a return to the gold 
standard. 

There was a time when ideas of this kind had a consistent 
counterpart in the view that the mechanism of competition could, 
and should be left to, re-establish external balance through appro- 
priate wage adjustments. 

In the more recent pronouncements on the gold standard, this 
link with other, parallel, processes of spontaneous adjustment has 
been passed over in silence. Most likely, it was not thought possible 
to resuscitate a model of the labour market which has been overtaken 
by modern conditions. Today, the institutional presence of trade 
unions has become so decisive that it has been said of them that their 
conduct is ultimately the arbiter of monetary stability. But we may 
well ask whether the gold standard, so stripped of the other elements 
which formed part of the system, can be revived at all, and if so, 
whether it should be revived if it means not indeed a return to 
competitive labour markets but adaptation at the cost of intolerable 
levels of unemployment. 

Because such repercussions are possible, I have my doubts about 
the wisdom of an outright return to the gold standard. I would add 
that, while I regard the joint responsibility for monetary stability 
which theory attributes to the trade unions as a matter of highly 
desirable progress and maturity, I do not believe that the monetary 
authorities may neglect to put such means as they possess to resolute 
use whenever circumstances require, so as to safeguard confidence in 
the currency. 

Others propose that we should abandon the fixed exchange rates 
which underlie our present international monetary system and should 
adopt instead a system of flexible exchange rates. This proposal is 
placed in a different context, but still has a certain kinship with the 
model of freely operating market forces. But it must be remembered 
that flexible exchange rates are only apparently an expression of 
market forces. In practice, government and monetary authorities can 
and do influence both the spot and the forward rate and they can and 
do control short-term capital movements, so that flexible exchange 
rates would be a solution strongly subject to economic policy pur- 
poses which may conflict with the orderly expansion of world trade 
and imply the risk that one country may shift its own difficulties onto 
other countries. What would happen in fact is that we would do away 
with something which today is a firm point in our economic system 
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and replace it with a mobile barrier which could hardly be protected 
from the pressure of particular interests. 

In actual fact, the gold standard as such, that is, to the extent 
that it worked according to its own logic and was not arbitrarily 
amended by correctives superimposed upon its purely automatic 
mechanism, presupposed an economic setting in which the size of the 
public sector, the degree of sectional organization of economic forces 
and technological rigidities were very different indeed from those we 
know today. Just to stress a few rules of monetary conduct without 
reference to the underlying structural conditions which also were an 
integral part of the system, contributes nothing to an understanding 
of the problems either of the past or of the present. As has been made 
abundantly clear by many and well-documented studies, much was 
done even in the past by the deliberate intervention of monetary 
authorities, by the use of various techniques of intervention and by ad 
hoc forms of reciprocal assistance, to reconcile the internal require- 
ments of monetary policy more flexibly with those deriving from the 
intrinsically international nature of the gold standard. 

However, a critical re-appraisal of the past in no way invalidates 
the principle that no country can go on for long either accumulating 
or losing reserves and that situations of this kind demand appropriate 
corrective policies. But to recognize this fundamental need does not 
mean, or imply, that whatever adaptations are necessary should no 
longer be made with deliberate judgement, at a measured pace and 
with the help of institutional collaboration. All this has become part 
and parcel of our international monetary system today, and there can 
be no question of renouncing it. The same reasons lead me to say 
once more, as I have often done before, that I take a very favourable 
view of the various forms which monetary co-operation between 
governments and central banks has taken in the last few years and 
also quite recently. This co-operation constitutes not a haphazard and 
occasional sort of support which would almost be a symptom of the 
present system’s weakness, but on the contrary links the working of 
the system to responsible human decisions and so testifies to its 
flexibility and development potential. 

Whatever form this co-operation has taken on the multilateral 
and on the bilateral plane, Italy has always gone along with it in the 
firm conviction that this road was patently preferable to any 
alternative open to us at the moment, such as devaluation by 
countries whose currencies are under pressure or else the adoption of 
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flexible exchange rates. The effects of these alternatives can, of 
course, be assessed only by conjecture and hypothesis, and therefore 
they leave a wide margin of uncertainty as to what repercussions and, 
most likely, chain of emulation would actually follow. Reciprocal aid, 
on the other hand, is at one and the same time the fruit of operational 
practices which have stood the test of experience and a means of 
evaluating the procedures adopted and improving them in the light of 
experience. 

It is indeed precisely thanks to this practical and empirical 
approach that as a matter of monetary techniques a credit component 
has definitely come to stay as part of external liquidity in our 
international monetary system, in whatever way we may amend it. 
But claims rest on trust, and because of that require that the auth- 
orities which hold reserves should be free to choose by what reserve 
assets they wish to supplement gold. I say this with respect to the 
currencies which exercised reserve functions in the past and still do: 
the dollar, sterling and French franc. These currencies have become 
widely acceptable through a process of free conditioning and in 
substance because they are directly or indirectly convertible into gold 
and, ultimately, into goods and services. If, on the other hand, new 
reserve assets are created on the basis of world trade needs by formal 
decision either within the International Monetary Fund, or more 
suitably, within the Group of Ten in association with the Fund, then 
the acceptability of these reserve assets would have to be governed by 
agreements which lay down the obligations of creditors and debtors 
alike. 

For these reasons, I believe that the timely studies which were 
made last year on the functioning of the international monetary 
system and its probable future needs of liquidity should be carried 
forward in the same spirit of constructive collaboration which 
suggested this method in the first place. The purpose should be not to 
remove the problems under investigation from public discussion, but 
to look for the basis of possible solutions without indulging in 
utopian expectations or oversimplifying predilections which seem 
hardly compatible with the complex working of modern economies. 

Italy’s support of this approach has, among other things, found 
expression in the choice of one of our countrymen to become 
chairman of the study group which has been asked to evaluate the 
various proposals for the creation of new reserve assets to supplement 
gold, as and when assessed long-term needs so require. 
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Another proposal which has come up in the course of reap- 
praising the working of the international monetary system is that 
there should be multilateral surveillance of the ways and means of 
financing balance-of-payments disequilibria. 

I believe that procedures of this kind may prove useful in 
adapting the volume and forms of finance to the nature of the 
imbalance; once we have more knowledge of these questions, as we 
should soon have thanks to the studies in hand, they are also likely to 
lead to the speedy adoption of such corrective measures as may be 
found expedient in any particular case. 

There are definitely ways in which our present international 
monetary system can evolve, and, as I have said, they imply the 
continued use of fiduciary assets to supplement gold in reserves. 
However, the extent of this fiduciary component should not be tied 
to the balance-of-payments vicissitudes of particular countries, but 
should be ruled by world trade needs and its creation subject to 
multilateral surveillance. Within the same framework, we might also 
work towards agreements on the proportions to be observed in the 
qualitative composition of reserves as between traditional assets and 
such new ones as may come to join them. 

A common policy of exchange reserve administration could 
combine different objectives, as follows: 


a) An undertaking by central banks to finance balance-of- 
payments surpluses and deficits subject to an agreed proportion of 
gold and dollars or other reserve currencies would remove the 
process of creating fiduciary international liquidity assets from the 
discretion of countries which issue reserve currencies. 


b) At the same time, changes in the proportion of gold and 
other reserve assets would enable the volume of the credit element to 
be adapted from time to time to international liquidity needs, without 
tying its creation to the supply of newly mined gold. 


From the point of view of their effects on the volume of 
international liquidity, these solutions are equivalent to a change in 
the price of gold; but, unlike the latter which would have patently 
undesirable consequences, they would make room for flexible adjust- 
ments in the light of changing conditions on the world market. I 
would say that these solutions appear to me as an indispensable 
condition of any progress toward closer monetary integration among 
the industrial countries and also of any possible reform of the inter- 
national monetary system. No reform should overlook the need for a 
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mechanism which can, if it proves necessary, provide the world 
economy with additional owned reserves and possibly with automatic 
credits. Nor should reform try to do away with reserve currencies, but 
should instead take care to safeguard equal treatment for all the 
currencies of major industrial countries. No reform, finally, should 
refuse to acknowledge that the sterling balances of the United 
Kingdom are, at least to some extent, a common problem of us all. If 
these conditions are fulfilled, the controversy regarding the nature of 
new reserve assets and the method of their creation and distribution 
should surely be amenable to reconciliation. 

Lastly, wider recourse to the International Monetary Fund 
would have the distinct advantage of channelling to the Fund part of 
those central-bank debts and credits which are components of inter- 
national liquidity. This would mean that credits to finance external 
imbalances would remain within the limits of each country’s quota 
with the International Monetary Fund. 

Turning now more particularly to the problems of the Italian 
economy, I shall focus my remarks on what I consider to be the two 
main responsibilities of monetary policy: namely, to maintain equi- 
librium in external payments, and to encourage the formation of 
saving and control the flow of credit towards investment. 

In discharging our responsibility with respect to external equi- 
librium, we availed ourselves of the manoeuvering space which our 
currency reserves and international monetary collaboration allowed 
us, but we accepted the condition of a stable rate of exchange. This 
very condition implies for our second main responsibility that we 
must determine the volume and guide the flow of credit in such a way 
as to maintain a certain degree of domestic price stability. 

The transition of Italy’s balance of payments from a period of 
deficit into one of surplus was due in large extent to the combined 
effect of the economic system’s own forces and our policy of con- 
taining credit expansion. The Italian economy was protected by deep 
ranks of firms which had previously raised their efficiency by in- 
vestment, and this is why foreign demand could expand at a time of 
falling domestic demand. We only need to look at the output and 
export figures of the various branches of industry, and at those of 
domestic supply and imports to see what conspicuous proportions the 
substitution of foreign for domestic demand and of domestic for 
foreign supply assumed in the most dynamic sectors of our economy — 
and these are the self-same sectors which enlarged and modernized 
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their productive capacity thanks to the credit expansion of 1962 and 
1963. 

But the monetary authorities eventually had to take steps to hold 
back credit expansion gradually, if only to prevent an excess of 
domestic money supply from propagating inflationary effects abroad 
through persistent deficits in the balance of payments. It is not proper 
for a responsible member of the international community to go on 
accumulating deficits of the order of magnitude as occurred between 
the fourth quarter of 1962 and the first quarter of 1964; even when 
their effects are mitigated, as they were in our case, by international 
credits, they demand forceful countermeasures. During that period, 
we incurred a total deficit of 1,855 million dollars, and we financed it 
by mobilizing one after the other our sources of external liquidity. 
The lion’s share of 955 million dollars was drawn from the short-term 
credits which Italian banks obtained from foreign banks; we liqui- 
dated 115 million dollars’ worth of short- and medium-term assets; 
we incurred 110 million dollars of short-term liabilities; we used up 
375 million dollars of convertible currencies and drew another 202 
million of them from the International Monetary Fund; only the 
small residual amount was covered by gold sales. 

This is how we surrounded our gold reserves by a protective 
layer which absorbed the great bulk of the deficit. The effects are 
now manifest in the net foreign debts of our banking system. In due 
time we shall redeem these debts, but it is not least for this reason 
that I believe that policy decisions regarding the use of reserves 
should be based on the proportion of gold not in gross, but in net re- 
serves. 

I have heard it said that the measures taken in Italy to get 
external payments back into balance were too harsh, that the crisis 
was not as severe as the monetary authorities thought and could have 
been met with milder action. But a deficit of 1,855 million dollars in 
18 months is certainly not small by international standards. The 
persistence of deficits of similar magnitude in the balance of payments 
of the United States has indeed caused some voices to be raised in 
favour of measures resting on the principle that no nation should be 
allowed to export its own inflation through its balance-of-payments 
deficit, and that any deficit country should settle in gold and only in 
gold, restricting its money supply to match the loss of gold reserves. It 
makes one shudder to think what the consequences would have been 
in Italy, where the economy experienced a credit tightness judged to 
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be excessively severe, even though the monetary authorities made 
good, and more than good, the whole of the liquidity drain of the 
external deficit. The plain figures bear witness to the gravity of the 
crisis which our country suffered and by that very fact show up the 
extent of the effort by which our economy overcame this crisis. 
Notwithstanding the sacrifice it involved for our level of investment, 
we can appreciate the full measure of this sort by recalling that 
virtually all the additional real resources produced in the country in 
1964 were used to improve the balance of our exchange of goods and 
services with abroad. 

During the twelve months ending in March of this year we had a 
surplus of 1,282 million dollars in our balance of payments. Of this 
amount, 297 million went to reducing the banks’ net indebtedness 
abroad. We added 736 million dollars to our gold and convertible 
currency reserves and built up a credit position of 173 million with 
the International Monetary Fund; the rest was used up in minor 
assets. 

Last April we transferred to the accounts of the Italian Exchange 
Office gold assets previously credited to banks and bought some gold 
from the US Treasury. In this way we raised our gold holdings back 
to what they were on 28 February 1964, just ahead of that fateful 
month in which the balance-of-payments crisis exploded in our 
faces. The wounds which external deficits succeeding each other 
throughout 18 months inflicted upon our gold reserves have healed. 

I would not wish to state this fact without adding once more a 
tribute to the monetary authorities in other countries, for their 
prompt and generous help in the hour of our greatest need. I also 
want to say how much we appreciate the proof of confidence shown 
to us by the long-term lenders among the international agencies, such 
as the International Bank for Reconstruction and Development, 
which recently extended another 100 million dollar loan to the Cassa 
per il Mezzogiorno, or the European Investment Bank, which by now 
has a total 341 million dollars outstanding in loans to Italy. 


The Control of Bank Liquidity. The Use of Credit by Firms in the 
Public and the Private Sector 


As regards the problems of monetary control, I want to take 
issue first with the widespread view that a period of expanding 
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production was followed by a period of contraction because of credit 
restrictions introduced by the decision of the monetary authorities. 
We are here in the realm of statistically verifiable facts, and can reply 
by quoting figures about the events under discussion. 

Our budgetary and monetary policy were repeatedly criticized in 
international circles as being altogether too rash. Not longer ago than 
May 1964, some of this international advice was still that we should 
not only contain the growth of public expenditure within the limits of 
foreseeable real income growth, but also space out our investment 
expenditure more gradually over time, stiffen our income tax and 
perhaps even raise at once our turnover tax rate. The idea was that an 
increase in revenue of some 400-500 billion lire during the financial 
year should be used to reduce the budget deficit, and that we should 
reinforce the policy of credit containment, which we initiated in the 
course of 1963, by imposing a strict ceiling on credit expansion. 

The Italian government was not in full agreement with this 
diagnosis nor, therefore, with the therapy proposed. The government 
did not then, nor did it on earlier occasions, introduce measures to 
restrict total demand, with the exception of some hire-purchase sales. 
What the government did instead was to take steps intended to 
re-shape the structure of demand, by channelling the purchasing 
power withdrawn from consumption towards the financing of public 
and private investment. 

Public spending, understood as the sum of expenditure by 
government, autonomous government agencies and local authorities, 
did not at any moment exercise deflationary effects, as some say; and 
this is true whether we look at public expenditure from the point of 
view of its volume, the way in which it was financed or its purposes. 
On the contrary, the effect was inflationary: public expenditure has 
been growing uninterruptedly, mainly under the impact of direct or 
indirect rises in personnel costs, which meant that no major new 
flows of real resources were generated. This was another reason for 
the inflationary effects, for to the extent that growing expenditure 
was covered by taxation, it helped to push up costs, and to the extent 
that it was financed by borrowing, it raised the supply of money, 
quasi-money and securities. The new debts contracted in 1964 by 
government, autonomous government agencies and local authorities 
between them absorbed one-third of all the savings which the nation, 
including the Social Insurance Funds, set aside during the same year 
in cash, deposited with the credit system or invested in securities. 
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When I spoke to you three years ago at our General Meeting of 
Shareholders, I drew your attention to the circumstance that in our 
economy labour costs were racing ahead of productivity, and I 
pointed out that to the extent that higher labour costs were not 
transferred onto prices, firms saw their self-financing capacity im- 
paired and ultimately had to rely more heavily on outside sources of 
finance. While all this was happening, I added, the public sector’s 
investment programmes in excess of its possible saving were tending 
to expand, so that public investment was also becoming more de- 
pendent upon borrowing. These public claims, too, largely concen- 
trate on the special credit institutes, which in their turn raise the bulk 
of their loanable funds by bond issues. 

In new of this situation and of the foreseeable need for funds in 
connection with the transfer of electricity companies to ENEL, the 
new National Electricity Board, I announced that we would take 
steps to widen the capital market; the central bank, I said, would help 
to give the economy a system in which funds can easily be transferred 
from one category of uses to another and channelled towards those 
which are held to be most in the public interest. The intention was to 
improve the links which connect the money market with the capital 
market and make the interest rates in both more closely interde- 
pendent. But I also warned that the flow of finance would still have 
to be conditioned by the real factors underlying the ultimate sources 
of the supply of saving. 

Credits advanced on the short-, medium- and long-term to the 
private and public sectors of the economy, excluding the Treasury, 
increased uninterruptedly throughout the years 1961 to 1963. The 
figures are 3,334, 4,325 and 4,527 billion lire. Last year long-term 
credits to the economy still expanded, but short-term credits to it 
dropped sharply in spite of greater bank liquidity. 

Now, the size of the capital market is measured by the sum of 
long-term funds, including the proceeds of equity issues by com- 
panies, which reach the economy in any given period. The figures 
show strong expansion between 1961 and 1962, then slight con- 
traction in 1963, followed by renewed growth to a record 2,844 
billion lire in 1964. 

The capital market was widened by transferring monetary assets 
to it through two main channels, as follows: 


a) Bond purchases by the Bank of Italy and other institutions 
which obtain from it the liquid funds which they invest; bond 
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purchases by banks, financed by their own means and by the sale of 
Treasury bills to the Bank of Italy on the occasion of the change in 
the composition of compulsory bank reserves. All told, the credit 


system took up bonds in the value of 663 billion lire in 1963 and of 
845 billion in 1964. 


b) Net loans by banks to their special sections handling 
long-term credit and to special credit institutes in which they own 
part of the equity; direct loans especially by savings banks and their 
banking association, and by the Central Post Office Savings Fund. 
The total funds involved in operations of this kind amounted to 575 
billion lire in 1963 and to 767 billion in 1964. 


Bank liquidity depends in some part upon interventions by the 
monetary authorities, which interventions in turn may have an im- 
mediate or a delayed effect; in some part it depends upon other, 
autonomous, factors. Accordingly, three liquidity effects have been 
quantified separately in this Report as deriving from autonomous 
factors or intervention by monetary authorities, and in the latter case, 
from their own operations or from operations they authorize. 

Let us again look at the figures, taking the two nine-month 
periods from April to December, 1962 and 1963, which are usually 
described as periods of abundant and tight credit, respectively. The 
increase in bank liquidity imputable to direct operations by the 
monetary authorities was 367 billion lire in the first case, and 737 
billion in the second. In other words, direct operations by the 
monetary authorities created twice as much new liquid assets in the 
period of allegedly tight credit than they did in that of allegedly 
abundant credit. During the nine months of alleged credit shortage, 
the authorities thus more than made good the liquidity loss due to the 
balance-of-payment deficit, and in addition left the banks free to raise 
another 268 billion lire of liquid assets by borrowing more abroad. 

There are yet other figures by which to prove my point. Let us 
look at the total money supply injected into the economy through 
credits and security purchases by the banking system as a whole, 
including the Central Post Office Savings Fund; we see that during 
the period when it was our policy to contain the credit expansion, 
more credit was actually created than during the corresponding 
period of the preceding year. The figure for April-December 1963 
was 2,736 billion lire, as against 2,433 billion for April-December 
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1962. Credits to the Treasury net of the latter’s credits to the 
Economy amounted to 154 and 190 billion lire, respectively, during 
the last three quarters of 1963 and 1962, and the combined figures 
for the two sectors were 2,890 billion lire in 1963 and 2,623 billion in 
1962 - always taking only the last nine months of the year. 

During the period April-December 1963, some 614 billion lire 
of the money assets which the banks lent to the economy and the 
Treasury were spent on financing the external deficit, which was 
largely due to excess imports of goods and services. To this extent the 
funds did not return to the banking system, and consequently the 
credit expansion of 2,890 billion lire increased the public’s liquid 
assets, including primary and secondary liquidities, by only 2,276 
billion. 

At the same time, the index of industrial production showed that 
the process of expansion was coming to a halt. What happened was 
that even a credit expansion of such exceptional magnitude as oc- 
curred throughout the second half of 1963 was unable to offset the 
capital shortage from which firms suffered as a result of cost increases 
not passed on to prices. The consequent contraction of investment set 
in motion a process of recession; credit expansion did mitigate its 
severity, but went beyond the public’s willingness to hold liquid 
assets. 

Monetary policy during the period April to December 1964 was 
designed to let bank liquidity rise under the impact of an excess of 
foreign-exchange purchases over foreign-exchange sales in connection 
with the balance-of-payments surplus, and indeed to create yet ad- 
ditional liquidity by other operations. As a result, the banking system 
acquired twice as much liquid assets as it had done during the 
corresponding period of 1963, but this liquidity gain failed to have 
any multiplying effect on credit creation. During these nine months of 
1964, credit, including security purchases, expanded by 1,626 billion 
lire and the public’s gross liquid assets by 2,383 billion, the difference 
being equal to the surplus in the balance of payments. 

Its larger supply of liquid funds induced the banking system to 
extend more credit especially for public works and land reclamation, 
and to firms in the mineral oils, chemical, metallurgical and engin- 
eering industries; but firms did not feel induced to use these credits in 
correspondingly higher measure. The economic system seemed to be 
stunned by the succession of events to which I drew your attention 
more particularly on the occasion of our meeting on 31 May 1963; 
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the prevailing climate of uncertainty was as yet hardly relieved by the 
recent introduction of countercyclical measures. 
Now let us draw some conclusions: 


a) The statistics do not bear out the statement that a period of 
exceptional credit expansion was followed by one of exceptional 
contraction. Intervention by the monetary authorities occasioned 
more liquidity creation during the period of alleged credit shortage 
than during that of alleged abundance. 


b) Long-term credit flows to the economy expanded strongly 
in 1962, remained at high levels in 1963 and again expanded in 1964. 
Short-term credit expanded as much in the second half of 1963 as it 
had done in 1962, and when it stopped expanding in 1964, it was at a 
time of greatly increased bank liquidity. 


c) In the presence of yawning balance-of-payments deficits, 
credit supply was kept below demand for credit and thereby the 
formation of additional monetary assets was gradually brought closer to 
the public’s willingness to hold them, and so we created the conditions 
which enabled the external deficit eventually to be eliminated. 


Everything I have said so far, and the above conclusions, rest on 
an analysis of aggregate magnitudes. If we examine the underlying 
separate figures, we see disparities of sometimes major extent in the 
behaviour of big and small banks, big and small firms, and firms in 
the public and the private sector of the economy. 

When the banks were suddenly faced with an increase both in 
the demand for new credit and in the utilization of existing credit 
lines, they reacted by keeping a closer watch on the amount of each 
advance. Some firm or other may have found itself able to borrow less 
as a result, though the sum of credits actually drawn increased, as I 
have said. 

The behaviour of the banking system has come in for some 
criticism. It has been said that the banks restricted credit just at the 
moment when firms badly needed more loans. But it must not be 
forgotten that when the credits were originally conceded, the require- 
ments of each borrower had been assessed by the yardstick of normal 
conditions, that is, when credit requirements tend to vary within 
limits more or less predictable on the basis of experience, and 
moreover to vary in opposite directions as between different sectors 
and firms. But now firms were suddenly deprived of a large part of 
the funds with which they formerly used to finance production, and 
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so they all rushed to the banks with insistent requests for new credits 
and wanting to draw more on their existing credit lines even than had 
originally been arranged. It was the banks which ultimately had to 
sustain the shock of the vast changes in income distribution which 
had come about in so short a time to the accompaniment of a sharp 
rise in prices, and this is why the flood of credit demand converging 
upon the banks had to be dammed. 

There is a lesson to be learnt from these events, and it is this. If 
the distribution of income among the factors of production had the 
benefit of the responsible collaboration of organized groups, we 
would be creating one of the conditions necessary not only for 
safeguarding the purchasing power of money, but also for a credit 
supply not subject to wild fluctuations. 

This latter purpose will be well served by the activities of the 
Central Risk Pool and by careful interpretation of the information it 
furnishes. The limit above which individual credits have to be no- 
tified has now been lowered to 100 million lire and we expect to 
lower it again. I think I can say that we have set up a service 
organized on modern lines and employing the most advanced tech- 
niques. 

The differences in bank reactions to large, medium-sized and 
small firms are at least in part attributable to the different degrees of 
credit utilization by these three categories. A survey of data come to 
hand at the Central Risk Pool between March 1964 and March 1965 
showed that firms to which total credits between 250 million and 1 
billion lire had been extended actually drew the largest proportion of 
these credits; above the 1 billion line, credit utilization was generally 
somewhat lower and, after September 1964, decreased more rapidly 
than the average, and this was especially marked in the highest size 
class of total credit extended. As regards smaller firms, which had 
borrowed a total of less than 250 million lire each, the latest investi- 
gations seem to suggest that these are in the habit, perhaps not least 
for prestige reasons, to take up more credit than they normally need; 
this gives them a more flexible and cheaper margin of cash than other 
firms dispose of. 

If the credit distribution is such that firms in the medium range 
of total borrowing use the greatest proportion of the credits extended 
to them, these same firms naturally suffer most at a time when an 
effort is made to contain the credit expansion. 





Concluding Remarks for 1964 135 


I have more than once had occasion to draw attention to the 
element of rigidity deriving from the circumstance that many large 
firms had in hand major investment programmes for plant extension 
and new construction, just when the cost/benefit ratio changed to 
their detriment and deprived them of some of the funds on which 
they had counted. Because the construction programmes which were 
already going forward could not be interrupted without destruction 
of wealth, the large firms needed more long-term and short-term 
credit, and as access to the capital market became harder, they had to 
rely more on short-term credit. Thus they drew heavily on such credit 
facilities as they had left unused so far, and more especially on 
overdrafts on current accounts; the medium-sized firms, on the other 
hand, which had already used up more of their credit facilities, soon 
came up against an absolute barrier. 

The increased pressure of the large firms’ demand for bank 
credit concentrated largely on the biggest banks, and it was the latter 
which had to rely most on recourse to the Bank of Italy and on 
borrowing abroad. Once current investment programmes were com- 
pleted, the credit demand of the large firms, which had not in the 
meantime started new programmes of similar magnitude and also 
found the capital market more receptive, became less pressing, with a 
consequent easing of the strain for the banks upon which this demand 
had largely converged. But the first to respond to the signs of 
recovery in production were the medium-sized banks; their ready 
reduction of the interest charged on loans proved an incentive for the 
larger banks to do likewise. 

We made all these adjustments in the money supply without 
altering Bank Rate, contrary to some of the advice proffered to us at 
international level. In last year’s Annual Report we underlined the 
consequences of a system under which banks raise funds from the 
Bank of Italy, from other Italian banks and from foreign banks at 
different rates of interest. It may be worth probing a little more 
deeply into this matter and trying to identify the elements of rigidity 
and flexibility in our pattern of interest rates. 

It is not news to anyone that we have often had occasion to 
point out that the system of interest rates the banks apply in their 
relations with clients is far from perfect and that something would 
have to be done about it one day. Under this system there is a lower 
limit for interest charged to clients, and a ceiling for interest paid on 
deposits. It follows that, at a time when money is scarce and the rates 
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charged to clients go up, the banks, if they stick to the rules, should 
raise the interest on deposits to its ceiling, but not beyond. Con- 
versely, when loanable funds are in ample supply and the banks 
charge less for loans, they can never charge less than the lower limit. 
This lower limit is connected with the level of Bank Rate, and would 
go down if the latter were lowered. But the same result could be 
obtained without any change in Bank Rate, simply by altering the 
relationship between the rediscount rate and the interest rates appli- 
cable to the various lending operations. 

During the 18 months when our balance of payments was in the 
red, the money supply generated by the budget deficit offset that 
absorbed by the external deficit; operations carried out, or permitted, 
by the monetary authorities created an additional 1,597 billion lire of 
liquid assets, of which 404 came from the Bank of Italy through 
rediscounts, 473 were borrowed from banks abroad, and the rest was 
mobilized mainly through security operations and changes in the rules 
concerning compulsory reserves. The rate of interest paid for foreign 
bank credits was higher than Bank Rate. Yet the very volume of these 
credits demonstrates that high interest rates are no deterrent to 
large-scale-borrowing by the banks when they need funds. 

The system of interest rates paid and charged by banks under the 
interbank agreement certainly does contain an element of artificiality, 
in that it prevents the rates from adapting themselves flexibly to the 
conditions of supply and demand with respect to money resources. 
This artificiality will have to be removed sooner or later. But, it 
should be added, if we want a more competitive banking system, we 
shall need gradually to reorganize it. In some cases this means 
merging separate banks, and this we are doing, with due caution and 
with the collaboration of the banking associations; however, this 
implies no departure from the objective of having our credit system 
based on a large number of mutually independent decision centres. 
Through its Inspection Service, which was very active last year, the 
Bank of Italy learns of unsound positions and in such cases promotes 
a concentration of banks which is better in line with the size of a 
market open to domestic and international competition. 

The slowing-down of the Italian economy in 1963 and 1964 
could hardly fail to freeze up some funds and occasion some losses. 
Neither phenomenon assumed the sort of proportions known from 
earlier recessions, but the banks did feel the shock, not least because 
of the very size of their commitments in firms, and especially those of 
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more recent creation. The banking system as a whole stood up well 
enough, thanks to the safeguards by which the Bank Law of 1936 
protects the public’s savings. There were some victims, but they were 
usually small banks and more especially banks whose majority share- 
holders had channelled credit to other firms they owned and whose 
management, for one reason or another, proved ill chosen. 

Wherever a critical position developed, we intervened in com- 
pliance with what we believe to be the fundamental principle of the 
1936 Law, namely the protection of depositors. The willing collabor- 
ation of banks and banking associations greatly facilitated our task. In 
some cases we took steps to have shareholders replaced. I would note 
in passing that the absence of any rules which make the transfer of 
equity in corporate banks subject to control hinders us in our super- 
visory functions. We can strengthen the Service; we can multiply 
inspections. But we cannot close our eyes to the fact that, however 
many inspections we do carry out, we cannot safeguard depositors 
unless the bank managers to whose astute judgement the public 
entrusts its savings, conduct themselves, as in fact they do, with the 
strictest correctness. 

The laws which govern savings banks and stress the public- 
interest aspect of savings deposits, and the Bank Law of 1936 which 
reaffirmed the same principle, were both intended to make sure that 
no person unfit for the heavy responsibility of looking after other 
people’s wealth had access to the board of directors or the man- 
agement of any bank. I think it is necessary to recall these principles 
of the law. I think also that it is my duty to point out what serious 
consequences would follow if the spirit of the law failed to be 
observed, both by the public sector which is responsible for nomi- 
nating the managing staff of savings banks, public-law credit institutes 
and the banks of national interest, and by all those with adminis- 
trative responsibilities in people’s co-operative banks, other credit 
co-operatives or private banking firms. 

It is incumbent upon those who fashion credit policy to adjust it 
continually to the needs of a growing economy, and more especially 
to do everything they can to eliminate the obstacles which impede the 
entry of new firms and which are enhanced by the very discontinuities 
created by technological progress. In many sectors, the optimum size 
a firm must have to be competitive tends to grow, so much so that in 
some cases it might become necessary to reorganize the whole set of 
firms belonging to any sector with a view to adapting company 
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structure to the new technical conditions. A case in point is the cotton 
industry, which in other market economies has been reorganized 
systematically by measures jointly planned by the public authorities 
and the firms themselves. All this, for the rest, is by no means 
extraneous to the institutional set-up of the credit system, which also 
needs to modernize itself with a view to making a positive contri- 
bution to the maintenance of effective competition. 

One of the causes of an investment distribution other than 
optimal from the point of view of the system as a whole is the 
influence which the financial power of firms has on investment 
decisions. In so far as they have new techniques or new products to 
introduce, the big concerns can more easily raise the funds they need. 
The danger is enhanced when these concerns can command prefer- 
ential treatment because they belong to the public sector. 

Large firms, especially in the public sector, have the advantage 
over small ones in that they can borrow from several banks at the 
same time. The statistics confirm that the number of banks which 
lend to any oné client is highest when the total credit is largest, and 
lowest when the total credit is smallest. 

Credits of small and medium amount are those scrutinized most 
closely. Banks seem to think that such credits involve heavier risks 
because the firms to which they are extended might go bankrupt, 
whereas credits to large firms, especially those in the public sector, 
are thought to be immune from this particular risk. 

In all cases when several banks extend credit to one and the 
same firm, the group of lenders includes big banks and small banks. 
The big banks are surrounded by a cluster of small ones, as if the 
formers’ judgement in itself were a sufficient guarantee; it looks 
occasionally as if the smaller banks proportioned their lending to that 
of the big ones, simply applying a reduction factor. 

So much about the rigidities which prevent the volume of credits 
adjusting itself to changing business conditions and which tend to 
throw the main burden of such adjustment onto the small and 
medium-sized firms of the private sector. The principal reasons for 
these rigidities are the large requirements of the public sector and 
especially local authorities, as well as those for major public works 
and large-scale industrial plant, constructed on behalf of firms in both 
the private and public sector, under programmes stretching over 
several years. Another source of rigidity is the pressure which such 
firms exercise on short-term credit whenever they finance their re- 
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quirements (as in fact they do) by recourse to short-term or indeed to 
long-term credit just at a time when medium-sized firms should have 
more short-term credit. 

In modern economies, investment in public works and industrial 
plant under programmes spaced out over a number of years tends to 
absorb a growing share of total investment. But this requires a 
continuous flow of saving, because otherwise it might become 
necessary to finance the completion of the programmes by expanding 
liquidity. Financially advanced countries can count on a continuous 
flow of saving because of the sheer volume of insurance, life and 
pension funds. In our country the creation of an efficient capital 
market is impeded by the scarcity of pension schemes based on 
accumulated funds and by the proposal that they should be aban- 
doned altogether. 


The Economic Factors behind the Monetary Factors and their Inter- 
dependence 


Having assessed the measure of the monetary phenomena which 
accompanied our economy through its vicissitudes during the last few 
years, and the part attributable to public expenditure, external re- 
lations and the credit system, we should now try to analyse what was 
behind these monetary phenomena. To this end, we need to look 
further into the past and recall certain features of the development 
process which followed post-war reconstruction from, say, 1950 
onward. Starting from a position of pronounced and almost universal 
technical backwardness, the Italian economy has moved forward since 
that time to levels where some industries at least can stand com- 
parison with those of the most advanced economies. Over the course 
of those years, new doses of factors of production called forth more 
than proportional increases in output. Assuming that these increases, 
to the extent that they were more than proportional to the additional 
capital and labour employed, were attributable to technical inno- 
vation, statistics show the latter to have been responsible for about 
half our income growth since 1950. 

The largest doses of new capital and labour, and the lion’s share 
of technical iunovations, went into industry, and this is where, 





140 BNL Quarterly Review 


therefore, the development process concentrated. The supply and 
income of the industrial sector grew at a strikingly faster rate than 
aggregate supply and income, and demand for the products of other 
sectors outpaced their supply. Foreign demand was in continuous 
expansion and, by creating outlets abroad for Italy’s excess supply of 
industrial goods, played an essential part in sustaining and guiding 
economic development. The growth of supply in industry was not 
adequately reflected in a fall of prices for industrial goods, and excess 
demand in other sectors pushed up the prices of other goods and of 
services. 

As trade with the world at large intensified, domestic prices 
came more and more under the influence of international prices, and 
wages, too, rose towards the levels of the industrially most advanced 
countries. This upward movement gained added impetus from the 
growing pull exercised upon our labour force by countries which use 
Italian workers on a large scale and found the inflow of labour from 
elsewhere interrupted in the middle of a boom. 

The tendency of Italian wages to approach levels prevalent in 
countries with much higher average incomes per person employed 
aggravated the strains to which the system of production was already 
subject. If industrial wages were tending towards equality with those 
paid elsewhere in the European Economic Community, this was 
bound to widen the gap between labour incomes in different sectors 
at home. The very widening of the range of wages generated pressure 
to narrow it down again by raising the lowest wages. Under the 
cumulative effect of the original impulse and the successive sectoral 
adjustments, average wages in the system as a whole rose more than 
productivity; at the same time the growing concentration of labour 
forces in the large urban conglomerates, which offered better chances 
of economic advancement, created a climate in which wage claims 
were pressed home more and more vigorously. 

If we look at our situation in comparison with that of the 
industrial countries with which our relations are closest, we see that 
for a long time our economy’s rate of growth matched or exceeded 
theirs, then fell behind theirs during the two years 1962 and 1963, 
until, most recently, economic growth in these countries still con- 
tinued but ours lost its impetus and almost came to a halt. 

Let us look more closely at the period when production de- 
veloped fastest. In this period, we can identify the following features. 
Average cost tended to fall, and this was reflected in an increase in 
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exports thanks to more competitive prices; expanding exports drew 
factors of production into the most competitive sectors; the fall in 
average cost, which was only partly passed on to prices, raised profits 
and hence investment in plant, and this in turn further raised the 
productivity of labour; the more productivity rose, the more our 
goods became competitive and encountered growing demand; in this 
way job opportunities went on increasing to the point when labour, 
and especially skilled labour, began to be scarce. But we note also a 
signal failure to use income for social investment to create the sort of 
environment without which the orderly progress of a society based on 
the respect of human liberty would be very difficult indeed. 

In these conditions, wages began to rise, and with them average 
costs. To the extent that these increases were passed on to prices, they 
lowered our competitive strength and curtailed foreign demand; to 
the extent that they were not passed on to prices, they cut into profit 
margins. The result was a smaller propensity to invest, and hence a 
smaller demand for capital goods and ultimately a smaller total 
demand. 

It would have been possible for the monetary authorities to keep 
up the volume of investment by expanding money supply to the 
extent necessary to let firms reconstitute their profit margins. But 
such a policy could not have gone beyond certain limits. Since we 
deal with the rest of the world on the basis of a fixed exchange rate, 
lower exports and higher imports would indeed have held back the 
price rise, but then our balance of payments would have got deeper 
and deeper into the red. With costs still going up, the position of 
firms would have become yet more unbalanced and the success of 
any policy to boost, or relaunch, investment would have been jeop- 
ardized. 

To sum up, we can say that any development process deriving 
from an expansion of foreign demand can continue only so long as 
the condition upon which it depends continues, that is, so long as 
average costs do not rise more than abroad. When this condition 
comes to fail, development slows down. This began to happen in Italy 
in 1962 and we gave the warning signal in our Annual Report to 
Shareholders on 30 May of that very year. In addition to the weak- 
ening of the pull of foreign demand, investment demand also fell off 
as self-financing capacity declined under the impact of a cost inflation 
(wages, social charges, taxes). 
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The effects of the contraction of investment in industrial plant 
was aggravated by a fall in housing investment, with the result that 
the flow of income to these sectors lessened and with it their demand 
for consumer goods. Thus the impulse was propagated to the con- 
sumer goods industries, especially those making durables and semi- 
durables, where it depressed employment and income and specifically 
attacked profit margins and, hence, again investment demand. This 
was the beginning of a downward spiral in which each turn generates 
the forces for the next one. 

Once we had reached this stage, average costs, which were 
already being pushed up by wages, began to feel the additional 
impact of a contracting volume of output, which means that fixed and 
capital costs have to be spread over a smaller number of products. In 
modern technological conditions these expenses are so high as to 
weaken the firms’ resistance under the threat of labour strikes. Thus 
the nature of the cost rise changed as the wage push broadened out 
into a general upward pressure on the costs of firms per unit of 
product. 

Official estimates put gross investment in industry at 1,750 
billion lire last year, a figure only just of the same order of magnitude 
as the 1,786 billion of depreciation assumed in the calculation of the 
net product of industry. Now, the completion of new plant last year 
swallowed up hundreds of billions of investment, and these are 
included in the 1,750 billion of gross investment; it follows that many 
firms cannot have invested enough to replace wear and tear on 
existing plant. This is indeed confirmed by a survey we did on costs 
and revenue in selected groups of industry. 

This survey covered the movement of prices for the input of 
main raw materials and for the output in the form of goods produced, 
as well as labour costs in terms of wage rates and hours worked. The 
intention was to calculate shifts in the distribution of value added as 
between wage incomes and other incomes, a residual item which 
includes services, interest, depreciation and taxes. 

The survey suggests that a large number of firms was probably 
unable last year to set aside adequate depreciation allowances. Given 
that the categories considered in the analysis were necessarily broad 
sectors, each of which includes technically more advanced firms 
which can more easily take the shock of the wage rise without losing 
their economic balance, the situation of the less well equipped firms 
must, in fact, be worse than the average income figures suggest. 
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In the group of engineering industries, the prices of basic raw 
materials fell by 5.8 per cent between 1961 and 1964; the prices of 
the products rose by 12.6 per cent and average hourly wages by 45.6 
per cent. Allowing for the number of hours worked and for the actual 
output produced, one is led to conclude that the distribution of value 
added in the engineering industry underwent profound changes; in 
the sector as a whole the share of incomes other than wage income, 
including in this share services, interest, depreciation and taxes, seems 
to have dropped by 24 per cent per unit of value added. Such a sharp 
fall suggests that very many engineering firms set aside no de- 
preciation allowances in 1964. Except, therefore, for those firms 
which have already gone through a technical renewal process, the 
future competitive strength of the industry is bound to be weakened 
by the ageing of its equipment. 

The results of the survey so far as the textile industry is con- 
cerned are equally cheerless. The industry started out in 1961 from a 
position where keen competition had already reduced prices very 
close to costs and therefore had no margin within which to absorb the 
rise in labour costs per unit of product. Raw material prices have 
increased since then by 4.1 per cent, average hourly wages by 52.7 per 
cent and product prices by 15.8 per cent; the industry survived by 
producing the same output with a reduced number of working hours, 
dismissing workers from the less efficient factories. 

In the metallurgical industry the prices of both raw materials and 
products fell, output rose by 8.5 per cent, while working time 
decreased by 1.3 per cent. The combined effect of these adjustments 
probably offset the rise in average hourly wages. Total income, other 
than wage income, per unit of value added rose by 4.4 per cent. 
However, it must be remembered that during the period under 
consideration a lot of new plant was taken into operation, which 
implies a considerable rise in the capital endowment of each worker. 
It follows that in this sector, which is in large part government- 
controlled, economic balance at the level of the firm really requires a 
larger share of value added to be imputed to the factor capital than in 
the past. 

In the chemical industry, the price of base materials rose by 9.8 
and that of the products by 8.2 per cent; average hourly wages went 
up by 50.4 per cent, the volume of output by 35.4 per cent and the 
number of hours worked by 1.2 per cent. In spite of the signal 
increase in productivity, there was an income shift to the benefit of 
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wage earners. Both government-controlled and private companies in 
this sector have invested heavily and need to renew plant very 
rapidly; we are probably not far wrong, therefore, in guessing that the 
industry’s profit and loss accounts are not sound — that it does not 
earn enough, in other words, to finance the renewal of plant to the 
extent necessary to keep competitive. 

All in all, it seems fairly safe to conclude that, apart from those 
sectors in which major plant investment programmes started earlier 
reached completion, efficiency was last year furthered especially 
through organizational improvements, but that industry was unable to 
keep up the pace of technical advance which was so marked a feature 
of the preceding years. To do so, industrial firms would need more 
funds not only for plant renewal, but also for research. 

Three years ago, in our Annual Report, we already drew at- 
tention to the change in the cost/benefit ratio; in the setting which I 
have now described, it would appear that this change is the principal 
cause of the fall in the level of investment and employment. 

A policy of reflating demand through public works will no doubt 
contribute much to the improvement of our social overhead capital, 
but it can have induced effects on the level of investment only to the 
extent that the reduction of average cost by virtue of the distribution 
of fixed cost over a larger volume of output is not interrupted or 
offset by a further rise in labour costs. Labour costs per unit of output 
in industry, including building, rose last year by 9.4 per cent. 

The steady growth of our economy depends upon its ability to 
re-equilibrate the economic position of firms. This is a necessary 
condition for preventing the deterioration of the machines to which 
the workers apply the factor labour; but it is necessary also for the 
viability of private firms which, unlike government-controlled firms, 
would otherwise find their credit-worthiness impaired. 

It happens that particular firms are in great difficulties because 
they cannot get their cost/benefit ratio back into durable balance; to 
help such firms by credit privileges, however well-intentioned these 
may be and however much designed to alleviate hardships for the 
workers concerned, nevertheless delays the process of adjustment to 
an open economy and in the last resort damages total employment. If 
such rescue operations were to spread, if firms were at the same time 
not allowed to cut down their personnel to the extent necessary to 
make production costs competitive, and if obstacles were being 
placed in the path of concentration with a view to higher efficiency - 
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then the effect would, without any doubt at all, be to weaken our 
economy’s resilience, not to strengthen it. 

When international competition prevents the price level from 
rising, the effects of a cost-push inflation can be corrected most 
quickly by lightening the tax burden on firms. Measures of this kind 
were recently introduced in Italy, but their effects offset only part of 
the increase in labour costs. Tax reliefs in connection with de- 
preciation, on the other hand, are not particularly effective when 
firms do not earn enough, as is demonstrated by the fact that in many 
cases actual depreciation allowances fall short of the exemption 
limit. 

Other countries have had their own experiences with economic 
growth. Some of them tried to force the pace of development by an 
indiscriminate expansion of demand; to this end, additional pro- 
ductive activities, which could not have been financed by the flow of 
saving, were financed instead by credit from the central bank, or an 
expansion of money supply. This policy discouraged the supply of 
savings, but the relatively low interest rates greatly stimulated the 
demand for credit, and the resulting credit expansion set in motion a 
rising cost-price spiral which, among other things, diminished the real 
value of the credits conceded. As typically happens in an inflationary 
spiral, monetary expansion coincided with a general shortage of 
means of payment. Distortion in the direction of investment, waste of 
resources and rising costs ultimately undermined the whole economic 
system. The consequences for production were initially concealed by 
the fact that firms, with their unbalanced cost/benefit ratio, con- 
tinued to produce, but cut down on their depreciation allowances. 
Plant became worn and obsolete; infrastructures, which were inad- 
equate in any case, were not properly kept up. At this point the 


growth-delaying effects of this kind of policy became patent for all to 
see. 


The Need to Strengthen the Financial Structure of the Italian 
Economy 


An economic plan for Italy is now undergoing final revision 
prior to its being tabled in Parliament. In substance, the intention of 
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this plan is to overcome the imbalances in the Italian economy 
without detriment to the high degree of efficiency needed to stand up 
to increasingly keen international competition, but on the contrary by 
making good certain functional and cost-increasing deficiencies pre- 
cisely through the elimination of imbalances — with particular ref- 
erence to a number of fundamental infrastructures. This national plan 
is the fruit of a great effort to assemble knowledge and look into the 
future, in connection also with the medium-term projections worked 
out within the framework of the European Economic Community; as 
such, it naturally engaged our closest attention as regards its quanti- 
tative targets, the means by which it is proposed to achieve them, and, 
more specially within our field of competence, the connected 
problems of finance. 

Unlike other national plans, the Italian one has the distinctive 
feature in that it tries to analyse the financial investments of the 
various sectors of the economy. On our own part, we thought we 
could perhaps add something to the knowledge of these phenomena 
by constructing a sort of finance matrix, a tabulation showing flows of 
financial assets as between different sectors of the national economy, 
and the resulting mutual debit and credit positions. This presentation 
of data helps to interpret our country’s experiences of recent years 
and it can be seen once more that the transfer of resources from one 
sector to another through financial channels comes up against im- 
passable limits. 

When, in a setting of incomes and taxation tending towards 
greater equality, the supply of shares and bonds exceeds the will- 
ingness to save in this form, stock prices fall and the public conse- 
quently becomes even more inclined either to spend its income, or at 
least to hold part of it in cash or in short-term credits expressed in 
terms of money. In both cases the financial structure and potential of 
the economy suffer. This process has been going on in Italy since 
1961, though it lost some of its sting last year. 

While the need for long-term finance funds increased 
uninterruptedly, the amounts that it was found possible to raise by 
placing security issues with the public did not change appreciably in 
absolute terms, and in 1963 even fell back. More especially, equity 
subscriptions by Italian residents remained at a rather modest level. 
As a result, the amount of long-term finance funds which had to be 
made available through the creation of money supply has been 
increasing from year to year: it was 648 billion lire in 1961 and 1,326 
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billion in 1964. This means that long-term credits for public works 
and investment in plant, and not infrequently to cover the current 
deficits of public agencies, had their counterpart in the primary and 
secondary liquidities owned by millions of ordinary people. This 
applied to 33 per cent of the economy’s total long-term requirements 
in 1961, and to 47 per cent in 1964. 

In economies which are not the scene of such large-scale struc- 
tural changes as are coming to pass in ours, significant coefficients of 
correlation can be established between the growth of income and the 
growth of primary and secondary liquid assets; it is then possible to 
discover whether in any given period liquidity variations do or do not 
correspond to the norm. In our economy, the interpretation of these 
indicators is less certain, but we can hardly close our eyes to the 
existence of a liquidity/income ratio strikingly higher than is usual in 
other developed countries. On the other hand, this ratio has been 
rising uninterruptedly for many years, and this suggests that there are 
certain elements of stability in our economy’s liquidity, which make 
some international experts’ alarm seem somewhat exaggerated. It 
does, nevertheless, remain a baffling feature of our economy that so 
large a portion of the public’s financial assets is in forms which allow 
owners to disinvest at once and without capital loss, whenever they 
decide that they want to spend more. 

Now, an individual’s decision to spend depends not only upon his 
stock of money and quasi-money and upon his income flow, but also 
upon the extent to which he can supplement both by selling other 
capital assets. A financial structure is all the more efficient, the more 
readily it enables securities to be sold without appreciably changing the 
level of interest rates. But there is a limit beyond which interest rates 
can be prevented from rising only by means of an increase in the 
money supply, and this has been happening in Italy in recent years. But 
while the increment of money supply could be absorbed in 1962 and 
1963 by the reduction in our currency reserves and by a price rise 
which weakened the competitiveness of our goods compared with 
foreign goods, conditions have changed since then. At present, the 
impact on our currency reserves might well be even more serious, given 
that they now account for a smaller proportion of primary and sec- 
ondary liquidities (7.3 per cent in 1964, as against 12.8 per cent in 
1961); nor could the economy tolerate further price rises. 

If this is correct, we must conclude that the manoeuvering space 
of monetary policy at present, and in the foreseeable future, is rather 
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narrower than it was in 1961. It would be more risky now to 
intervene again, as we did in the fourth quarter of 1962 and the first 
quarter of 1963, to stem the fall in bond prices but at the same time 
overexpand the economy’s liquidity. Because of the sales of bonds 
and shares, and because of the private investors’ widespread reluc- 
tance to subscribe to new issues of either, less securities were placed 
with the public than in earlier years. In 1961 the public had taken up 
1,120 billion lire’s worth of new issues, in 1963 it took only 840 
billion, compared with 2,429 billion lire of total long-term credits to 
the economy; this means that only one-third of the economy’s 
long-term requirements was covered with the proceeds of security 
issues sold to the public. As a result we experienced inflationary 
phenomena which shook people’s confidence in the stability of our 
currency and kept savers away from the bond market. 

There are some institutional factors which, in Italy as abroad, 
create a tendency to employ more primary and secondary liquid assets 
in long-term credits. The banking system tends to exercise its inter- 
mediary function more and more in the sense of financing security 
purchases with deposits commanding a higher rate of interest, and 
this seems to be in line with the preferences of the public, which 
thereby obtains at the same time more liquidity for its capital and a 
satisfactory yield. There are also cyclical factors which, in Italy at any 
rate, tend to reduce the velocity of circulation of deposits. All this 
goes to confirm that the most urgent problem for the authorities 
concerned is to organize an efficient capital market, precisely with a 
view to hemming in the spreading practice of bond subscriptions 
through the creation of money assets. 

Both in gross and in net terms, the volume of security issues has 
increased uninterruptedly since 1961: gross new issues amounted to 
1,915 billion lire in 1961 and to 2,687 billion in 1964, and the 
corresponding net figures are 1,432 and 1,927 billion lire. The whole 
increment is attributable to bond issues; so far as share issues are 
concerned, it should be added that a good part of them was last year 
absorbed by non-residents taking a stake in Italian companies. Of the 
net total of 1,372 billion lire new bond issues in 1964, barely 298 
billion were taken up by the public and insurance companies; the rest 
was placed with the credit system and the Social Insurance Funds. 

A growing share of total bond issues is being floated on behalf of 
the Treasury and by ENEL, ENI and IRI; between them, these 
accounted for 46 per cent of all net issues of fixed-interest securities 
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in 1964. Furthermore, large portions of the requirements of these 
agencies and their subsidiary companies were financed by short-term 
credit during the last two years; given that this practice can hardly 
continue indefinitely, their bond issues must be expected to assume a 
much larger scale in the future. In these circumstances, it is bound to 
become more and more difficult to make enough room for larger 
issues by industrial and other special credit institutes. Their new 
issues have remained at roughly the same level since 1962. Industrial 
credit operations both increased and underwent some change in 
geographical distribution, in so far as the share of credits extended to 
industries within the regional competence of the Cassa per il 
Mezzogiorno rose from 49 per cent in 1963 to 61 per cent in 
1964. 

The forced expansion of the volume of bond issues through 
liquidity creation raised the ratio of bond issues to national income in 
Italy to a level well beyond that prevailing in other countries of the 
European Economic Community. Nevertheless, all economic sectors 
complain of an insufficient supply of capital and of the high cost of 
such capital as is available — and yet interest rates are already kept 
down artificially by liquidity creation. These last few years, a strange 
notion has been gaining ground to the effect that the capital shortage 
can be made good by conceding to this or that agency the faculty of 
issuing bonds and by encouraging those that already have that faculty 
to make large-scale use of it; the problem seemed to be merely one of 
promising contributions to interest payments. Autonomous agencies 
were allowed to commit expenditure before even having raised the 
necessary funds. It has also been suggested, finally, that capital for 
long-term loans could be raised directly from the Bank of Italy. 
Admittedly, the central bank regards the purchase of bonds issued or 
guaranteed by the government as one means to control the economy’s 
liquidity, but I do consider it as my duty to point out how dangerous 
the above prescriptions could be. 

The draft bill of the national economic plan is based on the 
correct assumption that the achievement of its targets is conditioned 
by an income distribution consistent with adequate formation of 
saving. Since it is not compatible with monetary equilibrium that 
firms should draw in outside savings solely through borrowing, rela- 
tively more capital needs to be raised on equity issues. Thus the 
problem of promoting the formation of institutional savings and their 
placement in shares assumes increasing urgency. 
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It is unfortunate that so little attention has been paid to the 
projects to set up investment or unit trusts, which could collect part 
of workers’ savings and more especially those corresponding to the 
higher earnings due to the sliding wage scale. It is also disappointing, 
to say the least, that the long-standing proposals for rules to govern 
such investment or unit trusts still await approval. 

During the first few months of 1965 the situation of the capital 
market has been showing some signs of improvement. Large bond 
issues have been placed with the public, and securities of earlier issues 
passed from the banks’ into the public’s ownership without upsetting 
bond prices. It should be noted in this context that when the central 
bank, or such agencies as get their liquid funds from it, buy securities, 
they do so, and must do so, at the stock market price. These are 
temporary holdings, the ultimate objective always being, and re- 
maining, their sale to the public whenever conditions allow. But 
equity issues have not as yet recovered, because the market does not 
yet appear receptive enough. If the conditions of the stock market are 
to be durably improved, firms must again be given a prospect of 
reasonable profits, so that they can gradually rebuild their capital 
structure which, as we have shown, has been impaired in many 
cases. 

During the fourth quarter of 1964, the indices of industrial 
production stopped their downward move, except in building and 
related activities; some other sectors began to display pronounced 
signs of recovery, which has been continuing early in 1965. There are 
also some indications that perhaps the profit and loss accounts of 
firms are beginning to get back into better shape. But I should warn 
that the improvements are by no means widespread and that they 
appear to be slow to take effect in the economy as a whole. 

Such recovery as there is certainly owes much to the reasonable 
attitude of workers in those branches of industry which are most 
sensitive to cyclical fluctuations; if the trade unions follow suit, we 
should be able to look forward to a consolidation of these improve- 
ments. Meanwhile, the unions have become more intransigent in their 
dealings with the public sector. If their wage claims should further 
increase the current deficits of public agencies, the latter would 
ultimately become yet more dependent upon credits and would thus 
reduce the credit supply to the private sector still more. 

The claims of public agencies in general, and of local authorities 
more particularly, on both short-term and long-term credit increased 
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last year. At the same time, our usual survey of 500 major companies 
shows that firms in the public sector received relatively more net 
short- and long-term credit last year than did firms in the private 
sector. The total amount of short-term and long-term credit extended 
in all forms to the public sector (including autonomous government 
agencies, local authorities, other public agencies and government- 
controlled companies) was 1,528 billion lire in 1963 and 2,230 billion 
in 1964, when it accounted for 69 per cent of the year’s total 
credits. 


I hope I have made it clear beyond all doubt that unless firms in 
the public and in the private sector alike can get their earnings back 
into proper balance, we can expect no durable recovery of investment 
demand. Investment demand will grow, and will grow only, when 
this condition is fulfilled. 

There are forces which work towards such a proper balance, and 
others which work against it. There is reason to believe that the 
former may prevail, but that their effects will be slow. 

The national economic plan assembles a great body of 
knowledge about the fundamental aggregates of our economy, and 
indeed itself adds depth and refinement to this knowledge. It should, 
therefore, help the makers of economic policy to assess more accu- 
rately to what extent the choice of any given priorities requires 
alternative objectives to be sacrificed or cut back, as well as to adapt 
the distribution of means to the requirements of the public and the 
private economy. The plan also provides for an incomes policy based 
on the principle that the rate of increase of money wages should be 
close to the rate of increase of average productivity in the system as a 
whole; in its turn, the profit share is to be as high as is necessary to 
encourage investment. Some of the big trade unions, while not 
renouncing the use of their bargaining strength, say that in pressing 
their claims they will make due allowance for the needs of an open 
economy — and it is indeed much to be hoped and very important that 
this should happen on the occasion of the forthcoming renegotiation 
of national labour contracts. The bond market is more receptive and 
bank liquidity is high, so that firms should be able to raise funds for 
the introduction of such technical innovations as are necessary to 
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keep efficiency up to the standards required by domestic and inter- 
national competition. Higher activity in some sectors of industrial 
production should help to propagate the effects of a larger volume of 
output, so that firms can spread their fixed cost over a greater number 
of products. 

On the other hand, we have now all but exhausted one element 
of flexibility which helped to keep average cost down in 1964, in so 
far as the margin of wage drift and fringe benefits has dwindled away. 
The disequilibrating sliding scale is still with us, even though it is not 
expected to go up by as many points this year as it did in 1964. 

In these circumstances, an effective incomes policy is a necessary 
condition for raising economic activity to a level where our resources 
of capital and labour are fully employed. 

I concluded my address to you last year on this occasion by 
saying that the difficulties encountered by our economy were not 
uncontrollable. Experience has indeed shown that they have been 
controlled. This year I regarded it as my duty to discuss certain trends 
which can help us to interpret some basic problems which face us 
right now. The structure of our economy was resilient enough to 
withstand the shocks of a sharp cyclical swing, but we sustained a 
serious loss of income. The progress of our society will be measured 
not least by the extent to which economic policy succeeds in any 
possible future downswing to minimize such losses by applying ef- 
fective countermeasures in good time and with the informed support 
of all the groups concerned. 

Our own duty is to maintain an orderly flow of credit and 
thereby to promote the spread of evergrowing supplies of working 
equipment, not least with a view to keeping together human re- 
sources which otherwise would have to disperse and look elsewhere 
for employment. But it is not everything simply to accumulate more 
machines and so to increase the stock of useful things which serve 
man; those who command the machines must also be given better 
living conditions. If we strive for this ideal our country will advance, 
thanks to our citizens’ working capacity and notwithstanding tem- 
porary difficulties which experience shows can be overcome; it will 
advance, perhaps less fast than in the 1950s, but, if we govern wisely, 
with more benefit to the whole nation. 
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Gentlemen, 


Every year at this time it falls to the Governor to report to you 
on economic developments in our country; but the economy does not 
keep to the timetable of our annual meetings, nor can we analyse its 
underlying trend by looking at one year only. This is why, as I did last 
year, I again ask your indulgence in following me not only through 
the events of 1965, but also through others which have their context 
in a longer period. 

To be realistic, moreover, we must range further also in space — 
not indeed, as may have been the purpose sometimes in the past, in 
order to make comparisons between national economic developments 
which were in large part independent of each other, but for the 
compelling reason that in the field in which our direct interests lie, 
national markets are gradually coming to be parts of one single, 
diversified but common, international system. 

Within national economies themselves, we observe increasingly 
close interrelations between the activities of banks and other financial 
intermediaries, and between the markets for short- and for long-term 
funds. 

Domestic operations and foreign ones, the capital market and 
the money market are not separate and cannot be analysed separately. 
They are interwoven into one single fabric, the pattern of which I 
shall attempt to describe to you. In order not to transgress the time at 
my disposal, I shall have to pass over even fundamental aspects of 
income and price formation; but these are discussed in due detail in 
the Report on the Economic Situation in Italy and in the separate 
analytical chapters of our own Annual Report. 
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Capital Markets and the International Monetary System 


The first set of problems on which I wish to dwell concerns the 
international economic situation. Foremost among those which claim 
our attention at present are the problems of the supply of long-term 
capital in the countries of Western Europe, including our own, and 
those of the functioning of the international monetary system. 

In recent years, the long-term capital requirements of both the 
public and the private sector have been racing ahead of the public’s 
willingness to take up bonds at current interest rates. This disparate 
pace of increase places the monetary authorities in a dilemma: should 
they encourage the public to buy more bonds by allowing yields to 
rise, or should they keep down interest rates by letting the banks 
subscribe more bonds? The second alternative would, of course, 
involve acquiescing in an expansion of the supply of money and of 
those short-term credit instruments which go by the name of quasi- 
money. The dilemma is aggravated by the sheer size which the public 
sector has assumed in the economies of Western Europe, for its 
demand for capital is rather rigid and therefore makes total demand 
for finance funds less sensitive to changes in the rate of interest and 
places on the private sector virtually the whole burden of adjustment 
between demand and supply via changes in the rate of interest. 

The width of fluctuations in interest rates can be reduced by 
channelling to the international market some part of the excess 
supply and demand which accumulate on national markets. With the 
latter intercommunicating again, any rise of interest rates in one 
country attracts funds from abroad. 

In these circumstances, part of Western Europe’s needs for 
long-term capital is satisfied by bond subscriptions through the 
banking system and by the inflow of foreign long-term capital. While 
both the public and the private sector, and in particular companies, 
look to the capital market in order to cover their requirements of 
outside finance by long-term borrowing, the household sector does 
not, at current rates of interest, exercise a corresponding demand for 
long-term securities; people prefer to accumulate their wealth in 
liquid form. These divergent preferences are reconciled through the 
intermediary of banks, both on the domestic and on the international 
market. Domestically, the banks acquire securities which represent 
long-term claims on companies as a counterpart to short-term de- 
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posits by households; internationally, they take into their own assets 
short-term claims on abroad, in the form of foreign exchange sold by 
companies which have incurred long-term debts abroad. If the central 
bank purchases the securities, bank liquidity increases and with it the 
banks’ ability to grant additional credits; this amounts to creating 
money capable of generating further money. A similar expansionary 
effect on bank liquidity follows when capital imports from abroad 
give rise to a balance-of-payments surplus financed by the central 
bank. 

These considerations apply particularly to the years since the 
establishment of the European Economic Community and the intro- 
duction of currency convertibility, that is, to the years since 1958. 
Throughout that period, long-term capital requirements in Europe 
have tended to rise more than income, for a number of reasons. First, 
economic development is associated with an increase in the capital/ 
labour ratio; secondly, some of the new investment either does not 
directly produce income at all, or produces it only after some time; and 
lastly, companies have become more dependent upon outside finance 
and in the public sector budget deficits have tended to grow. There 
has, in consequence, been an upward pressure on rates of interest. 

Since monetary policy has kept interest rates relatively low in the 
United States, the higher European rates attracted American capital. 
It might be said that, by exporting long-term capital and importing 
short-term funds in the form of dollar deposits from foreign central 
banks in American banks, the United States helped to meet demand 
for means of payment in one part of the world, to the extent that this 
demand was not satisfied by autonomous action on the part of central 
banks. 

However, the circumstance that between 1958 and 1965 
Western Europe accumulated balance-of-payments surpluses roughly 
matching the deficits which piled up in the United States during the 
same period as a result of long-term capital exports to Europe, does 
not justify the conclusion that we must look across the Atlantic for 
the source of the expansionary forces at work within each country’s 
money supply. It would have been perfectly feasible for the central 
banks to offset the liquidity creation due to the inflow of American 
capital if their possible countermeasures had not come up against the 
inherent resistances of a developing economy — and it was precisely 
because Europe’s economies were developing that they needed more 
means of payment. 
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The second half of the period under consideration was a time of 
unprecedented expansion in the United States. Wages on the average 
did not rise more than output per employed worker; labour costs 
remained relatively stable; the price level underwent no major 
changes; plentiful profits lessened the dependence of firms on outside 
finance and induced investment which led to the introduction of new 
techniques. The growth of social insurance and pension schemes 
based on accumulated funds increased institutional saving and the 
resulting regular flow of resources to the capital market so raised the 
efficiency of the New York stock exchange that it became the most 
important centre for the supply of long-term funds. 

In most European countries in the meantime, and more especially 
during the last few years, the conditions of income growth were very 
different. Wages increased faster than productivity, costs faster than 
prices; narrowing profit margins helped to widen the gap between 
long-term capital demand and supply and to expand the money supply. 

Recently, the voluntary restrictions on capital exports from the 
United States led the European subsidiaries of American concerns to 
finance large portions of their investment by funds raised directly on the 
European market. In consequence, the European issues of American 
companies increased greatly — in the first quarter of 1966 they amounted 
to no less than 220 million dollars - and bond yields have been rising 
more sharply. These latter are in fact now so high that some projected 
issues have been called off, which of course meant postponing the 
investment which their proceeds were to finance. It may happen, 
therefore, that the volume of productive investment by American- 
sponsored firms may fall; but the possible substitution of new plant put 
up by European enterprise instead would in no way alter the terms of 
the problem of finance. 

What we need, in these circumstances, is to discover by what 
policies the European capital market can be enlarged, so as to ease the 
strain which capital exports put on the US balance of payments. This is 
the way for European producers to keep acquiring the most advanced 
technology without too many of them falling under the domination of 
transatlantic concerns. 

But in the present conditions of supply of long-term funds, the 
European economy as a whole still has the choice only between re- 
stricting investment or else accepting a level of investment which may 
generate the creation of liquid financial assets possibly in excess of what 
is compatible with price stability. 





Concluding Remarks for 1965 157 


In any decisions regarding such liquidity creation, the main voice 
belongs to the nation concerned, for it is inadmissible that the 
formation of liquid assets within any country should be governed by 
the liquidity policy of the reserve-currency countries. 

It will be recalled that a series of meetings is being held at 
present among the Group of Ten, with a view to working out a basic 
agreement on improvements to be introduced in the international 
monetary system, including the creation of new reserve assets if and 
when this should prove necessary, so that there should be enough 
means of payment to meet the needs of the world economy. Later, 
negotiations will probably proceed in a wider group, so as to safe- 
guard the interests of countries which do not belong to the Group of 
Ten. I want to make it clear in this connection that the Italian 
authorities have repeatedly stated their opinion on these problems, 
especially on the occasion of the annual meeting of the International 
Monetary Fund last September. The numerous reform proposals 
which have been under discussion so far take liberal account of our 
point of view as regards both principles and methods. So far as 
methods are concerned, I would mention in particular that it is now 
accepted that the creation of new reserve assets should take place in 
close association with the International Monetary Fund, that control 
over their creation should be the joint responsibility of the group of 
countries to which it will fall to furnish the underlying real resources, 
that the new assets should be distributed not in proportion to gold 
holdings but according to less arbitrary criteria, and finally that the 
new assets should be so used as not to weaken monetary discipline in 
member countries. 

The current discussions rest on two premises. The first is that in 
the general view, at least of industrial countries, there is at present no 
shortage of international liquidity; the second, that the entry into 
force of any agreement must remain subject to the elimination of 
persisting balance-of-payments deficits in the reserve-currency 
countries and to an improvement in the mechanism of prevention and 
adjustment of external imbalances. These latter two points are 
stressed most strongly by the European countries; the French auth- 
orities, for their part, have come to the conclusion that, in the 
absence of these two preconditions, it is premature to try working 
toward any agreement. 

We do not share this view. We believe that some agreement 
on the creation of new reserve assets, flanked by a reinforcement of 
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multilateral surveillance and by informal arrangements concerning a 
common reserve policy, is an indispensable condition of stability in 
the international monetary system, and for this reason we believe it to 
be in the best interests of the major industrial countries to exert 
themselves to reach agreement. Otherwise the international monetary 
system might, by default, take a turn toward schemes where the 
problems of new liquidity creation fuse into those of aid to devel- 
oping countries, and this would set up barely controllable inflationary 
pressures in the world economy, ultimately without benefit even to 
those countries which push in that direction. Or else we might end up 
with a split among the principal industrial countries responsible for 
the good functioning of the system, with the result that the dollar 
would cease to be accepted as a reserve currency and that exchange 
rates would be set free to float. That would certainly spell the end of 


the process of integration of European capital markets, which are 
now tending to unify. 


The Composition of Italy’s Financial Assets and the Demand for 
Finance Funds 


Now let me turn to the problem of financing development by 
non-inflationary means in our own country. In what terms does this 
problem pose itself in Italy? Drawing on past figures and on projec- 
tions, let us examine the demand and supply position for the 
economy’s financial assets — including shares, bonds, government 
stock, post office savings, bank deposits and bank notes. 

For the purposes of this examination, let me take up again and 
develop the argument where I left it last year on the same occasion, 
when I pointed out that the Italian medium-term development plan 
made use of a system of national financial accounts divided by broad 
investment sectors: public administration including autonomous gov- 
ernment agencies, government-controlled enterprises, building, 
agriculture, and a fifth sector of other activities including private 
industry and trade. With the help of this system of accounts, an 
attempt is made to measure the net indebtedness of sectors which 
invest more than they themselves save, as well as the corresponding 
formation of new financial assets in the household sector; the idea is 
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that this asset formation in the household sector must be co-ordinated 
with real income growth in a proportion which enables equilibrium 
to be maintained in the balance of payments. 

According to the development plan, the process of development 
during the five years 1966-70 is likely to occasion in the five broad 
investment sectors a demand for finance funds, to be met by house- 
holds, of the order of 18,000 billion lire; this would correspond 
roughly to 3,600 billion a year in lire of 1964 purchasing power. It 
would be up to economic policy to see to it that the demand for 
finance funds keeps within these limits, which are regarded as com- 
patible with the household sector’s propensity to hold part of its 
wealth in the form of an equivalent amount of securities, bank 
deposits and bank notes. In its turn, monetary policy would have to 
create the conditions for a composition of financial assets such that it 
suits those to whom they are to be supplied; one of the instruments 
by which this may be brought about is variations in the rates of in- 
terest. 

Now, the changes which have taken place in recent years in the 
country’s financial assets make it clear just how serious a task it is to 
call forth a flow of savings of such volume and in such forms as can 
satisfy demand of the order of magnitude mentioned. 

At the end of 1958, the financial assets in the hands of the 
various sectors of the economy (excluding public administration and 
financial enterprises) amounted to 21,200 billion lire; by the end of 
1964, the figure was 42,000 billion, which means an annual average 
increase of about 3,500 billion lire. The earliest separate figures we 
have on financial assets in the hands of households are for 1964; in 
that year, they show a net increase of less than 2,000 billion lire. 

So much for the accumulation of financial assets. As regards 
their composition, two important structural changes have taken place 
in these six years, namely, an increase in the proportion of the more 
liquid assets and, among the less liquid ones, a shift toward fixed- 
interest securities; both these changes combined to reduce the pro- 
portion of shares. Alongside, there was a shift in the ownership of 
fixed-interest securities toward the banking system. 

The economy’s liquid financial assets amounted to 11,400 billion 
lire at the end of 1958 and to 24,600 billion six years later. They 
consist almost entirely of money and quasi-money; short-term se- 
curities account for no more than a negligible amount. The pro- 
portion of money and quasi-money in the total of financial assets rose 
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from 54 to 59 per cent between 1958 and 1964, and their proportion 
in gross national product from 58 to 70 per cent. 

The second structural change is the shift toward fixed interest, as 
evidenced in the following figures, which neglect variations in equity 
prices. At the end of 1958, the economy’s total security holdings 
amounted to 8,179 billion lire, including 2,482 billion of fixed- 
interest securities; by the end of 1964, the former figure had risen to 
11,709 billion, and the latter to 5,122 billion lire. Hence the pro- 
portion of fixed-interest securities in total security holdings increased 
from 30 to 44 per cent. 

The same trends continued in 1965. The proportion of money 
and quasi-money in the economy’s total financial assets has risen to 60 
per cent, and the proportion of fixed-interest in total securities to 47 
per cent. 

I pointed out, with reference to Western Europe as a whole, that 
part of the instruments of long-term debt are taken up by the banking 
system, which means that they have their counterpart in the banking 
system’s short-term liabilities to the holders of bank notes and de- 
posits. Italy is one of the countries in which this practice has assumed 
the largest proportions. 

The long-term indebtedness of public and private enterprises and 
public administration together rose by 10,506 billion lire during the six 
years 1959-1964. Of these, 7,354 billion were taken up by individuals 
and companies and by the mathematical reserves of insurance com- 
panies; the remaining 3,152 billion found a place in bank portfolios. 

Part of this expansion corresponded to real income growth and 
to a decrease in the velocity of circulation of money; to the extent 
that it failed to do so, it had an inflationary effect, that is, it was 
absorbed by a rise in the general price level. 

In the course of the six years under consideration, the annual 
flow of long-term borrowing gradually increased from 855 billion lire 
in 1958 to 2,256 billion in 1964, and, in terms of gross national 
product, from 4.7 to 6.8 per cent. During the same period, the share 
of the total annual flow taken up by the banking system increased 
from 244 to 949 billion lire. In spite of the large volume of new 
issues, therefore, securities came to account for a steadily diminishing 
proportion of the total financial assets in the hands of final investors 
(individuals and companies); the figures were 39 per cent in 1958 and 
28 per cent in 1964, and, counting equity holdings only, 27 and 16 
per cent respectively. 
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In this case, too, the six-year trend continued in 1965. New 
long-term debts incurred during the year amounted to 2,963 billion 
lire, of which 1,671 billion were financed by long-term funds raised 
on the capital market and the remaining 1,292 billion by liquid asset 
formation. 

To obtain the economy’s total financial asset formation during 
the year, we must add to the above capital-market supplies such liquid 
assets as form the counterpart of long- and short-term credits from 
domestic and foreign sources and of credits to public administration; 
this total works out at 5,409 billion lire for 1965. Of these, the part of 
households, net of their liabilities, came to some 3,000 billion lire in 
terms of 1964 purchasing power; the increment of about 1,000 billion 
over the preceding year was made up half by bonds and half by 
savings deposits. The strong increase in bond subscriptions by indi- 
viduals no doubt had something to do with reviving confidence in 
fixed-interest securities, but it also bears witness to the efforts which 
the banks have been making to sell bonds to the public. Nevertheless, 
it still proved necessary for the banks to take sizeable amounts into 
their own portfolios, given the galloping pace at which bond issues 
increased last year. 

What I have said is confirmed by the pattern of ownership in 
fixed-interest securities. The total amount of fixed-interest securities 
outstanding at home was 4,217 billion lire at the end of 1958, of 
which, as I mentioned, the economy owned 2,482 billion, and the 
remaining 1,735 billion in bank portfolios accounted for 41 per cent 
of the total. The end-year total was 10,687 billion in 1964 and 12,800 
billion in 1965; in these two years the bank held, respectively, 5,613 
and 6,870 billion lire, or 52 and 53 per cent of the total. 

In commenting upon the part which the banking system has 
come to play in our capital market, it has to be said that whenever the 
supply of investable funds falls short of the financing requirements of 
large-scale investment programmes in hand, the authorities are faced 
with the decision whether to accept the destruction of wealth which 
would follow from an interruption of these programmes, or else to 
finance them by the creation of new money. Now, the volume of 
investment under programmes involving the lapse of several years 
before production can start has been increasing in the public and in 
the private sector alike, and at the same time the current deficits of 
public administration have tended to grow. As a result, the monetary 
authorities have been losing much of their freedom of action in 
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controlling the total volume of credit; investment planning and the 
co-ordination of investment with public expenditure now have an 
essential part to play in any policy designed to adapt the money 
supply to real income growth in conditions of external balance. 

Security issues in 1965 amounted to 3,185 billion lire, as against 
2,767 billion in 1964; in net terms, last year’s issues of 2,347 billion 
were 342 billion in excess of 1964. Net new issues of fixed-interest 
securities came to 1,971 billion lire, of which 66.9 per cent were 
bonds floated by or on behalf of the Treasury, by ENEL, ENI and 
IRI, including the Autostrade company; bonds by special credit 
institutes accounted for another 32.8 per cent. Given that a sizeable 
part of the proceeds of these latter bonds likewise served to finance 
government-induced investment, it follows that the decisions of the 
public sector governed the use of the great bulk of capital supply in 
the form of bonds. Individual investors, who had subscribed about 
two-thirds of the total in 1961, took up less in the following years 
until their share dropped to one-third in 1964; in 1965 it rose again 
to two-fifths. The rest was taken in by the banking system and social 
insurance funds; more particularly, banks and banking associations, 
which in the thirty months between January 1962 and June 1964 had 
subscribed 32 per cent of new issues, raised their share to 55 per cent 
during the eighteen months between July 1964 and December 1965. 

The increasing say of government in channelling savings toward 
investment has been accompanied on a large scale by government 
grants and guarantees for purposes judged to be in the public interest. 
But privilege rates of capital cost and free government grants blunt 
the edge of the entrepreneurs’ efforts at finding solutions which limit 
the use of capital to the strictly necessary. The socialist economies 
have realized this drawback and they are gradually abandoning the 
system of free capital supplies to firms and introducing instead credits 
on which firms have to pay instalments of principal and interest. It 
may be added that, if so much of investment is financed by borrowing 
that in effect the entrepreneur no longer contributes any of his own 
funds, this destroys the element of risk which is the distinguishing 
feature of private enterprise. 

Centralized decisions from above with respect to interest- 
equalizing grants have a bearing also on the business conduct of 
credit institutes, in so far as they lend the proceeds of their bond 
issues to firms which are expected to meet their obligations under a 
contractual repayments schedule. Now, while the decisions of the 
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authorities responsible for grants do not necessarily imply any 
judgment on the credit-worthiness of firms, they certainly weaken the 
moral responsibility of the lenders. 

The chief purpose of our system of incentives is to guide 
economic processes in the direction of progress, by encouraging 
industrial enterprises to settle in new locations and by promoting such 
changes in the existing apparatus of production as appear conducive 
to higher productivity and social betterment. But the trouble is that 
these transformations initially entail human costs and hurt vested 
interests. Under this sort of pressure, privilege credits and other 
government facilities of like intent as often as not bolster firms and 
arrangements which are threatened by technological change, or by 
changing tastes and other market factors, or by mismanagement; they 
are thus deliberately made to serve limited purposes of protection and 
conservation to the detriment of broader aims. These considerations 
suggest that the system of special facilities needs to be re-examined 
and probably pruned here and there, and then to be applied more 
strictly to sound, long-term purposes. 

The closest attention should be given to the problem of tax 
reform in relation to the credit function as a whole. There is a strong 
case for reducing those taxes which lack the flexibility so necessary to 
the efficient functioning of the money and capital market, and which 
cannot be distributed rationally, so that — falling, as they do, upon 
financial intermediaries — they ultimately raise the cost of credit for 
producers. 

If company finances are to regain a soundly balanced pattern in 
which there is room for more venture capital, no time must be lost in 
going ahead with the proposed reform of company law, coupled with 
the introduction of unit trusts, or investment funds, according to the 


government bill recently discussed by the National Economic and 
Labour Council. 


The Banking System and the Capital Market 


An enlargement of the capital market implies a decline in the 
relative weight of money and quasi-money in the composition of 
financial assets. The negotiability of the securities which compete with 
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money improves and indeed government stock becomes almost as 
negotiable as money itself, except, of course, that nothing can do 
away with the higher costs of trading securities in comparison with 
money, which can be spent directly. 

But we have seen that in the particular case of Italy the pro- 
portion of money and quasi-money has increased to the detriment of 
securities in the years since 1958. This development went parallel 
with the increase in the banks’ security investments, which I have 
mentioned and which has been assuming a large scale in the last few 
years when the banks, liquid as they were, have been seeking to 
attract additional deposits by offering higher interest rates while 
competitive lending reduced the price paid for bank credit. With 
liquidity remaining high, the banks have been using more of their 
resources to buy securities, and in addition large sums went into 
extinguishing the banks’ foreign indebtedness and, in some cases, 
establishing a credit position abroad. 

At the same time, labour costs per bank employee increased, the 
number of bank staff did not diminish and general expenses went up 
quite considerably. 

There are some who begin to wonder whether bank managers 
are trying to combine lending and borrowing operations, and their 
respective conditions, in such a way as to arrive at a satisfactory profit 
level, or whether their behaviour is governed by the desire to conquer 
a larger share of the market for prestige reasons. No judgment can be 
passed on this question without a closer examination of the structure 
of banking costs and its flexibility in response to changing market 
conditions. 

The costs directly attributable to the total supply of funds can be 
determined with a reasonable degree of approximation by deducting 
from total costs those connected with intermediation services, such as 
the purchase, sale and custody of securities, assuming these costs to 
equal commissions earned on these same services. So calculated, the 
cost of the supply of total funds for the banking system as a whole 
worked out at around 6 per cent in 1964. Administrative expenses, 
among which personnel costs loom large, account for about half, and 
the other half represents outgoing interest, including income tax 
category A; the former are highest in the smallest size class of banks, 
and lowest in the largest size class. 

A bank’s total administrative expenses vary less than proportion- 
ately with the amount of funds it administers. Therefore, additional 
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deposits and additional loans may improve operating results even in 
the presence of a narrowing margin between lending and borrowing 
rates. 

This conclusion holds for the immediate economic results in a 
situation of keen competition and for each separate bank; it changes 
in the absence of these two limitations. At a later stage, the economic 
result may well be negative for a bank which tries to augment its 
share in the system’s total deposits, if the higher rates paid for new 
deposits come to be applied also to earlier ones. For the banking 
system as a whole, the tide may turn even sooner, if the overall 
amount of new deposits attracted is small, in other words, if the 
higher rates offered on deposits fail to call forth an adequate increase 
in the public’s liquidity preference. 

It may be said, I think, that competition is widely held to be in 
the general interest, in so far as it keeps down the unit margins of 
intermediaries and promotes an expansion of the volume of business. 
But it must be added that in the particular case of banks the rigidity 
of administrative expenses, and especially of personnel costs, imposes 
upon management certain limitations which do not entirely belong to 
the competitive scheme of things, and which may lead the decisions 
of bank managers in the direction of pushing competition further 
than is good for the general interest. We can look to other countries 
right now for examples of such excesses of competition. Some banks 
are luring away from others not only existing deposits but even those 
that do not exist as yet, by arranging with large clients that they 
should pay in, on call, certain pre-arranged sums against interest rates 
of a dizzy height unknown in our market. 

The merits or demerits of such policies on the part of banks must 
be seen also in the light of their asset structure, that is, of the nature 
of the credits and investments which are the counterpart of old and 
new deposits. It is the banks’ asset structure which ultimately in large 
part determines the freedom of action of monetary policy in different 
cyclical conditions. 

If we assume that in an economy the level and distribution of 
incomes as well as the structure of production are given, the re- 
quirements for working capital credits are also given. The banks’ 
intermediation can expand, therefore, only into the foreign field or 
into the long-term field. The latter offers the larger scope. 

The foreign assets and liabilities of our banks have been growing 
rapidly. It is unlikely that the related profits are large, but they still 
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are additional profits. At present, their foreign position, whether it be 
measured in terms of total foreign-exchange assets or liabilities, places 
Italian banks in a situation close to that of the leading financial 
countries. Italian banks, for instance, administer about 13 per cent of 
Euro-dollar funds. Lately, they have also taken part more frequently 
in issuing syndicates on behalf of foreign companies. 

When the banks spread into the field of long-term credit, this 
means that they finance fixed capital formation by loans which, so far 
as the borrowing company is concerned, supplement or replace 
self-financing and funds raised on the capital market. The banks may 
lend to the user companies either directly or through taking up bonds 
issued by industrial, land and building credit institutes, or else by 
large agencies and companies which have direct access to the capital 
market. 

If bank assets and liabilities are to increase through an extension 
of bank intermediation into a field which should really be the 
preserve of the capital market, it stands to reason that the rates of 
interest paid on deposits should approach the yield of the bonds 
which are their counterpart. 

Now, this behaviour on the part of the banks certainly has 
something to do with the public’s preference for more liquid types of 
asset. In New York, a market better organized than any European 
one, the banks have created an intermediate asset, the so-called 
certificates of deposit, which possesses a higher degree of liquidity 
than the capital market investments in which the banks concerned 
place the counterpart of these certificates. 

Recent experience both in Italy and elsewhere shows that the 
banks are spreading into the long-term field both through direct loans 
for fixed capital formation and through larger security portfolios. The 
phenomenon is assuming large proportions and can be observed in 
many countries. Recent provisions in France make it clear that the 
monetary authorities there find it difficult to enforce respect of the 
demarcation line which should divide banking operations from those 
of the capital market, for banks have been authorized to engage in 
lending operations characteristic of the capital market and it is not 
excluded that the distinction may become blurred also on the side of 
deposits. 

However, the two forms in which banks may enter the long-term 


field are very different from the point of view of risk selection and 
ultimate risk distribution. 
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As regards the first form, we in Italy have had our bitter 
experience in this century. We have seen how exceedingly dangerous 
it can be to mix up in one and the same institution the faculty to 
collect deposits and the right to lend them out in ways which directly 
involve the lender in the changing fortunes of each borrowing firm. 
We have learnt our lesson, and we have applied it in a system under 
which the task of granting finance credits falls to industrial credit 
institutes; these raise their funds on the market through bond issues 
within limits established from time to time by the competent mon- 
etary authorities, they must back their credits by adequate sureties, 
and their ability to rescue borrowing firms in a crisis is limited by the 
volume of permissible bond issues. 

In the second form, when the banks acquire the bonds of large 
direct issuers, the risk is limited both to the extent that such bonds 
may be government-guaranteed and that they can more easily be sold 
on the stock exchange. 

When the banks buy the bonds of special credit institutes, the 
two intermediary stages through which savings thus pass on their way 
from households to investing firms bring about an aggregation of 
selected risks which is akin to insurance. When the banks buy 
securities and so keep intact the deposits which the public might have 
used for the same purpose, depositors are in effect relieved of the risk 
of price fluctuations. When they buy bonds issued by industrial credit 
institutes, the banks acquire securities which guarantee a higher 
degree of liquidity, even though this may involve price fluctuations, 
and which have a built-in compensation of risks among different firms 
and sectors. 

In the end, when the banks expand their intermediation by 
offering higher rates to savers with no definite preference as between 
deposits and securities, they do not fundamentally alter the division 
of labour between banks and special credit institutes in our system, 
provided the larger deposits find their counterpart in security invest- 
ments and are not simply a forced attempt to make good a failure to 
reduce banking costs; nor do the banks thereby create conditions in 
which their assets are in danger of freezing, so that ultimately they 
can turn only to the central bank. 

But the amount of bonds which can be placed with the banking 
system has its limits, and it is hard to see how these limits can be 
transgressed if we want to have a market in which bond prices, and 
hence yields, remain free to oscillate. Without a margin for oscil- 
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lation, bonds would become like money, and we would lose vari- 
ations in the rate of interest as one of the mechanisms by which the 
demand for funds can be balanced with their supply. Even if the 
monetary authorities intervene to keep the oscillations within a 
narrow range, the banks may still be afraid of losses and hence limit 
their purchases. 

Furthermore, while it is true that so far the banks have streng- 
thened the public’s liquidity preference by offering higher rates on 
deposits, it is equally true that they have also counteracted it by doing 
their best to sell bonds to ever-increasing categories of subscribers. 

It is only fair to stress that if the banks are indeed invading the 
capital market, they are not doing so entirely on their own initiative. 
The growing financial requirements of the public sector have to be 
met by bond issues whose amount is laid down by law and cannot be 
adapted to market conditions; similarly, large funds are needed for 
investment programmes which cannot be interrupted, while firms 
encounter well-known obstacles in raising capital by equity issues. In 
these circumstances, it is necessary to place big amounts of bonds 
with the banking system and these, while they do hold back the rise 
of interest rates on the capital market, may exert upward pressure on 
those actually paid for deposits. 

The process of organizational adjustments necessitated by the 
widening of the market has had, and will continue to have, its effects 
also on firms in the banking sector. Bank managers never lose sight of 
the need to lower the ratio between costs and the amount of funds 
administered; in certain cases, this may demand some change in the 
size of small banking firms, whereby they will gain in efficiency 
without losing their characteristic functions. I would regard it as a 
duty for us to contribute, by gradual steps, to the propagation of 
organizational innovations, in the conviction that this is one of the 
conditions of our economic system’s continuing to expand production 
and thus to adapt flexibly to demand in a market without frontiers. 
The integration of our economy with the international economy in 
the financial sector may come to pass more quickly than we think; the 
remaining restrictions on the free movement of long- and short-term 
capital may disappear, and if this happens our country would come to 
occupy an important position in the international market — harking 
back, perhaps, to its role as the great centre of financial inter- 
mediation in the Renaissance world. 
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The Finances of the Public Sector and the Control of Internal and 
External Liquidity 


The problems which the size and composition of public expen- 
diture raise for economic and monetary equilibrium have been the 
subject of widespread debate and are discussed at some length in our 
Annual Report. In 1965, that portion of the increment in total 
demand which is attributable to spending by public administration 
was due, in part, to provisions adopted in 1964 and 1965 with the 
explicit intent of offsetting the deflationary effects of excess, idle 
savings; but the great bulk of last year’s additional public expenditure 
fits into a steadily rising trend line and had little or no effect on the 
level of investment. Details of investment expenditures are available 
only for the government itself, and not for the other components of 
the public administration sector. Government investment expenditure 
was 1,439 billion last year, compared with 933 billion in 1964; of this 
large amount, close to 600 billion were disbursements for the liqui- 
dation of arrears due, that is, for projects belonging in part to the 
past. 

Leaving aside 191 billion lire of direct investment and 501 
billion of capital movements within public administration (transfers to 
the Cassa per il Mezzogiorno, local authorities, etc.), the remaining 
investment expenditure went to autonomous agencies (221 billion, 
chiefly to ANAS, the National Road Agency) which redeposited part 
of the sums with the Treasury, to increasing the endowment funds of 
IRI and ENI as well as certain revolving funds for government- 
financed credits (262 billion) and finally to transfer payments to firms 
and households (264 billion). It follows that a conspicuous portion of 
the sums formally counting as investment expenditure worked out its 
effects within administration itself, while at least part of those spent 
for the increase of endowment funds helped to raise the recipients’ 
liquidity. The Report on the Economic Situation in Italy gives figures 
by which to measure the final impact of the public sector’s direct 
investment upon the economic system, and we see that public admin- 
istration and public enterprises invested less in 1965 than in 1964. 

We ourselves have tried to estimate the probable effects of 
public expenditure on the money and capital market this year. To this 
end, we took the figures of the government’s and the autonomous 
agencies’ financial requirements as given in the Finance Act ap- 
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proving the budget for 1966 and in the special laws which authorize 
the government or autonomous agencies to incur expenditures 
covered by bond issues; we considered also relevant bills tabled, but 
not yet passed or under discussion in Parliament. We assumed that 
the disbursements of the Central Post Office Savings Fund for loans 
previously conceded, or to be conceded in the course of 1966, will 
exceed those of 1965 and that the flow of savings to the Fund will fall 
about 200 billion lire short of its disbursements. In this way, we 
arrived at a net figure of about 2,300 billion lire for total financial 
requirements, of which at least 1,400 billion will have to be met by 
government and other bond issues. 

Between them, ENEL, ENI and IRI expect to float net bond 
issues of more than 600 billion lire, industrial and other special credit 
institutes will need 900 billion, and other agencies 100 billion. 

In all, net issues in 1966 will have to come to 3,000 billion lire, 
compared with 1,971 billion in 1965; the corresponding gross issues 
work out at 4,100 and 2,475 billion lire. Now, whether we use 
econometric models or less refined processes, past figures suggest that 
issues of such an order of magnitude are bound to require more 
liquidity creation than would be sufficient to make sure of income 
growth at the projected rate this year in conditions of satisfactory 
price stability. 

The above estimates may possibly turn out to be too high in case 
of delays in the approval of the law extending the fiscalization of 
certain social charges, as well as of the laws concerning the second 
Green Plan and school building. 

The bill on fiscalization of social charges provides for the rel- 
evant expenditure to be covered by the issue of government bonds; 
but pending enactment, the payment of these charges by employers 
has been suspended, so that fiscalization had to be financed by 
monetary means. It was thought that the law might well be passed at 
a moment not so propitious for placing bonds with the public, and 
therefore it was regarded expedient to finance part of the budget 
deficit by public debt operations in April. As a result, banks experi- 
enced a temporary liquidity squeeze, which led some of them to 
disinvest lire employed in the Euro-dollar market. The bonds to be 
issued to finance payments to the social insurance funds, INPS and 


INAM, on the other hand, can in part be placed with money-creating 
bodies. 
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The bill launching the second Green Plan for agriculture has not 
yet been passed; supposing it is enacted some time in 1966 and that in 
the same year budgetary provision will have to be made for 150 
billion lire, the Credit Consortium for Public Works would have to 
issue bonds in a like amount, given that the said appropriation is 
subject to the required funds being available in loans from the 
consortium. It seems highly unlikely that any disbursements will 
actually be made in 1966 against this new appropriation, and any 
consortium bonds placed with the public would therefore have a 
deflationary effect. 

Similar considerations apply to the law on school building. Here, 
too, budgetary provision is subject to the funds being raised on bond 
issues, and actual disbursements are hardly to be expected this year. 
The requirements to be financed by Treasury certificates earmarked 
for INPS debt extinction will occasion offsetting receipts and out- 
goings if these certificates are taken up by the Central Post Office 
Savings Fund; but this would place further limitations on the Fund’s 
lending capacity. It will, furthermore, be necessary to finance the 
current requirements of the State Railways plus their expenditure 
under the ten-year programme; both will probably have to be covered 
by bond issues in a combined amount of not less than 400 billion lire, 
since the provision of the Finance Act that the funds should be drawn 
from Post Office current accounts seems difficult to implement. 

All in all, the timetable for legislation implying budget 
appropriations subject to prior fund-raising operations has not been, 
and is not now, consistent with any rational timing of monetary flows, 
such as would impart to public demand the volume it should have if it 
is to sustain balanced growth. 

While government expenditure as a whole has been growing, an 
increasing portion of it has come to be excluded from the initial 
budget estimates and left to be covered by loans or bond issues. 
Thereby the unity of the budget is compromised and public expen- 
diture keeps swelling in its passage through a number of secondary 
channels, which make the main flow look smaller than it is. The 
growing practice of using such procedures impairs the controlling 
function of Parliament and public opinion, in so far as it is harder to 
get an immediate picture of the overall deficit arising in government 
and autonomous agencies, as well as of the means of its coverage. Nor 
is this all. We have not only the uncertainties created by the absence 
of a single document recapitulating all these requirements and indi- 
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cating the sources to be drawn on for their coverage; we have also the 
paradoxical situation that the government may fail to honour its 
pledges to the nation in so far as budgetary provision for expenditure 
authorized by law is made subject either to borrowing the required 
funds from a credit institute whose own ability to issue bonds in turn 
depends upon whether or not the competent authorities regard 
market conditions as suitable, or else to withdrawing these funds from 
an institution like the Central Post Office Savings Fund, which may 
not have them and be unable to raise them. It may happen that 
expenditure commitments cannot be met for lack of specific funds; in 
that case, the deficit of public administration spills over into the 
budgets of public or private agencies which render services to it or on 
its behalf. 

But the assumption that funds may be lacking is unrealistic. It is 
most unlikely that the state should exercise such self-restraint as to 
turn itself into the marginal claimant for funds. Higher interest rates 
or an expansion of the money supply, or a combination of both, are 
then inevitable to make the market absorb the quantity of bonds 
which the Treasury must issue, either in its own name or behind the 
screen of a special credit institute. 

In some areas of the public sector, current expenditure exceeds 
current revenue. As a result, at least part of the additional flow of 
savings induced by monetary expansion fails to go into investment, 
but fills the savings gap evidenced by such deficits. When a deficit 
arises in the exercise of functions which, by their nature, have to be 
financed by taxation, this means that the community refuses to pay 
the cost of the services it demands from the public agency. When it 
arises in enterprises of the public sector which furnish goods and 
services to the market, this means that for some reason — having to 
do, perhaps, with organizational set-up, management principles, the 
level of employment and wages - the enterprise is ill adapted to 
market demand or that it subsidizes consumption for certain social 
groups. 

Situations of this sort are steadily multiplying, and urgent gov- 
ernment action is needed to revise them, think them out anew and set 
them right. This must be done if the public sector, as our economic 
development plan provides, is to play its due part in capital accumu- 
lation; it must be done for the moral imperative which demands that 
all production units should contribute their bit to the continuous 
effort of adjustment which is the rationale of all economic systems 
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based on rapid technological innovation and the consumers’ freedom 
of choice; it must be done, finally, in the light of current develop- 
ments even in centrally planned economies, which are now acquiring 
these elements of flexibility and in so doing might almost be said to 
recall them to the attention of the Western economies. 

So far I have talked to you mainly of the financial requirements 
of the public and private sector, as the main determinants of credit 
policy. Now let us turn to credit policy itself. 

We have exercised control of the banking system’s liquid re- 
sources by measures which affected now its domestic, now its external 
liquidity. The banks’ cash holdings of lire and foreign exchange were 
proportioned to the overall volume of lending and borrowing 
business at home and abroad. In the interest of better control over 
total liquidity formation, we altered the rules of permissible transfers 
between the two kinds of holdings and, to the extent compatible with 
these purposes, we authorized those of the possible combinations in 
the use of liquid resources which might maximize returns for the 
banks themselves and the whole system. 

The balance-of-payments surplus in 1965 led to liquidity cre- 
ation in the amount of 994 billion lire, of which 441 billion were 
absorbed by the banking system’s net assets abroad. In November 
1965, the Bank of Italy notified the banks that they might sell foreign 
currencies against lire only to the extent that these were in excess of 
foreign liabilities. The intention was to mop up the liquidity gain due 
to the acceptance of capital market securities as part of the com- 
pulsory reserves. In December, to help meet the habitual end-year 
financial requirements, the Bank of Italy authorized a net debit 
position abroad, which was reabsorbed the following month. The 
combined effect of the banking system’s foreign exchange operations 
was an increase of 627 billion lire in its liquid resources. 

In the course of 1965, the larger banks balanced their foreign 
position with the help of the Italian Exchange Office, which sold 
them spot dollars and bought back forward dollars. In January this 
year, we let the banks know that we would no longer be selling to 
those which had already balanced their foreign position. Any bank 
with excess lire holdings remained free to invest them in foreign 
currencies and to hedge the exchange risk by selling these currencies 
forward in the international market, within the permissible limits for 
such operations; but this might, and indeed did, result in a forward 
lira premium against the dollar. Effective returns from foreign assets 
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would then equal the rate of interest on the Euro-dollar market, less 
the premium. 

The purpose of these measures was to avoid excess liquidity 
injections into the banking system. Without stopping intercommuni- 
cation between the domestic and the international market, we took 
care not to let official interventions do anything to promote the 
spread of the prospective higher international rates of interest to 
Italy; if they had to spread to Italy, they were to do so only to the 
extent that market forces dictated through the play of forward 
exchange rates. In the event, bond yields did, during the first quarter 
of this year, rise in all European countries except Switzerland to 
levels higher than our own. As a result, Italian residents have been 
tending to repay foreign loans in advance, and non-residents are 
coming to look to Italy for loans and also bond issues. The effect was 
a deficit on capital movements rather higher than during the corres- 
ponding period of last year. 

Liquidity control had the benefit last year of efficient co- 
ordination between the operations of the Bank of Italy and those of 
the Treasury. The combined deficit arising from the budget, from 
Treasury operations and extra-budgetary operations was 1,551 billion 
lire and was financed by public debt operations to the extent of 612 
billion, while the Bank of Italy’s autonomous operations diminished 
liquidity by 33 billion. The public absorbed 775 billion through an 
increase in the monetary circulation, in direct or indirect credits to 
the Treasury and in credits to the Central Post Office Savings Fund; 
623 billion were paid into compulsory reserve accounts in correspond- 
ence with the rise in bank deposits. Including operations with other 
sectors, which had a liquidity-reducing effect of 66 billion, the 
banking system’s liquidity rose in all by 68 billion lire. 

To sum up, I think I can say that in 1965 the factors which 
determine bank liquidity were so co-ordinated as to reconcile two 
requirements: first, that the system should be kept liquid enough to 
enable it to buy securities on a large scale without having to deny 
credit to public and private borrowers, and second, that the banks 
should earn good returns on both their lire and their foreign 
exchange assets. 

Securities owned by the banking system last year increased by 
1,149 billion lire, or 38 per cent, and the bulk of the increment 
occurred in free portfolios. Domestic loans rose by 933 billion lire, or 
7.2 per cent. The total supply of funds to the banks increased by 
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3,390 billion, of which 3,092 billion were accounted for by clients’ 
deposits; the year’s relative rise in the two cases was 15.8 and 17.7 per 
cent. 

The increment of loans, deposits and total supply of funds was 
rather unevenly distributed among the separate banks that make up 
the whole system. Similarly, loan/deposit ratios were widely disparate 
and this explains the larger flow of transfers through interbank de- 
posits. 

If we insert into the banking system’s consolidated accounts the 
estimated figures of credits and debits attributable to households, it 
becomes plain that the net liquidity gain of households last year 
helped to finance the increment in the public and private sectors’ 
long-term indebtedness. Individual deposits with banks, net of indi- 
vidual debts to them, increased by 1,386 billion lire. The large public 
and private enterprises saw their net liquidity rise by 257 billion lire, 
and the medium and small ones by 561 billion. A small proportion of 
the liquidity gains in these sectors was transferred to the public 
sector, but much the larger portion of households’ and companies’ 
net liquidity served to finance the increase in the banks’ security 
portfolios and cash holdings, both in lire and foreign exchange. 

To make it easier for mortgage bonds to find a home, we 
authorized banks to invest part of their compulsory reserves in this 
type of security, which amounted in practice to freeing part of the 
reserves and thus increasing bank liquidity to the same extent. On 31 
March 1966, banks had the right to use mortgage bonds in a nominal 
amount of 275 billion lire for compulsory reserves; at that date, they 
had applied for only 135 billion to be so used, and had, all told, 414 
billion in their portofolios. These figures prove that the mechanism 
set up to facilitate the sale of mortgage bonds in effect created more 
funds usable for this purpose than the market absorbed. In other 
words, no financial obstacle has, in the immediate past, stood in the 
way of relaunching building activity. As of today, we have heard 
nothing of any debentures issued to back loans under the law of last 
November. 
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Company Finances and the Conditions of Recovery 


Last year on this occasion, you will recall, I spoke to you of a 
survey we had done on costs and revenue in industrial companies. 
From it, it had become plain that revenue did not fully cover costs in 
1964; I told you also that we found the profit and loss accounts of 
firms were slowly beginning to get back into better shape, and that at 
the same time there were the first signs of recovery in industrial 
production. But I warned that employment would fail to expand so 
long as labour costs per unit of output continued to rise, because 
firms would then be induced to go ahead faster with reorganizing 
production in such a way as to obtain a higher output per working 
hour. 

This interpretation is confirmed by the latest Report on the 
Economic Situation in Italy. In 1965, gross domestic product at factor 
cost rose by 3.3 per cent in real terms, employment fell by 2 per cent, 
output per employed person increased by 5.4 per cent in real terms 
and by 9.2 per cent at current prices. Dependent labour incomes rose 
by 6.7 per cent in global, and 9.5 per cent in per capita, terms; the 
latter increase corresponds to 5 per cent in real terms. The largest 
increases occurred in the so-called Other Activities (other, that is, 
than industry and agriculture), in which public administration pre- 
dominates and where income per person employed rose by 12.3 per 
cent in nominal and 7.7 per cent in real terms. Industry stood at the 
bottom of the range with a nominal per capita rise of 6.7 per cent, 
exactly matching the increase in gross output per person employed in 
industry. On the average of 1965 labour costs per unit of output in 
industry fell as a result of the government’s taking over part of the 
social charges payable by employers, and the year-on-year December 
figures also show a falling tendency. The deterioration in company 
profits came to a halt and the most recent figures suggest that 
employment is beginning to go up. 

Today, we have examined together the composition of financial 
assets and its changes since the establishment of the European 
Economic Community. We saw that companies in the public and 
private sector alike have been incurring mounting debts to supply 
themselves with finance funds, while the proportion of shares in total 
financial assets steadily fell. These conclusions are drawn from the 
supply side of finance funds; to verify them on the demand side, we 
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have the results of an enquiry covering the balance sheets of a 
representative sample of manufacturing companies. These figures 
confirm that the companies do in fact have a growing burden of fixed 
charges; during the three years 1959-1961 they self-financed 60 per 
cent of their gross investment, during the following three years 
1962-1964 only 39 per cent, and for net investment the corres- 
ponding percentages are 36 and 14. It follows that during the later 
period virtually all new investment was financed with borrowed 
funds. In detail, metallurgical companies covered 30 per cent of their 
new investment by self-financing during the first three-year period, 
and barely 3 per cent during the second; for chemical companies the 
figures are 26 and 18 per cent. Last year, the fall in investment had 
the result that a larger proportion of it was covered by self-financing. 

With such heavy financial charges already to pay, companies 
become less willing to proceed to new investment which involves 
them in further heavy borrowing. Companies with a low ratio of 
equity capital to total capital invested are more vulnerable to the 
danger of falling into foreign hands, and the more so when they enjoy 
tempting government subsidies. I have had occasion to say, in another 
context, that joint production agreements between Italian and foreign 
firms were all to the good, provided they helped broaden the market 
and introduce new techniques; but when a takeover is the result 
simply of the ease of acquiring control over a debt-ridden company, 
then I share the apprehensions of those who feel that this is not in the 
general interest. 

If we want to expose our system of production to the stimulus of 
international competition, but not to the danger of passing out of our 
control, then we must strengthen the financial resilience of the 
companies which go to make up the system. We must take measures 
to make management more flexible by encouraging venture capital to 
come forward and hence limiting the further growth of indebtedness. 
To this end, we need a tax system which does not fundamentally 
distort the relative costs of the various forms of finance. As things are 
at present, the structure of net yields the investor can get on various 
securities is such that companies are virtually forced to choose loan 
capital, and the more so when it is associated with special facilities; 
nor can this yield structure be altered in the short run, because it is an 
expression of definite preferences on the part of investors. Unit trusts, 
or investment funds, would be one institutional remedy, and so long 
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as the relevant legislation is not enacted, there will be a risk that the 
control of companies, instead of possibly passing to national 
institutions, might in some cases fall to foreign interests. We are still 
waiting, too, for the enactment of the law on safeguarding compe- 
tition. 

Other ways to strengthen Italian companies are to encourage 
them to branch out into the world’s expanding markets, for instance 
by such means as the recent agreement on the participation of Italian 
industry in the development of motor car production in the Soviet 
Union, or else to promote mergers such as took place in the past in 
the steel industry and more recently in the chemical industry. In this 
latter case, the general interest was taken care of by vesting a 
considerable number of shares in the public sector and by stipulating 
appropriate provisions in the merger contract. Generally speaking, 
large concerns do more than medium-sized companies to promote 
research and to develop new, original products, because they can 
spread research risks over a larger volume of production and, as the 
accounts of the large steel and chemical concerns make clear, devote 
sizeable parts of revenue to such purposes. 

Technological progress, especially if it is fast, does not spread 
through all sectors of the economy at a uniform pace. These differ- 
ences set off a wage race, in which the sectors with the highest 
productivity pass their wage rises on to the rest of the economy and 
then press for yet higher wages to regain the lead. In the absence of a 
co-ordinated policy, therefore, average wages tend to rise faster than 
average productivity, the resulting increase in costs depresses profits 
to the extent that it cannot be absorbed in higher prices, and 
ultimately investment contracts. This is the sequence which Italy was 
not the only country to experience in recent years. The correction of 
these intersectoral imbalances requires collective negotiation, in 
which organized labour is called to assume responsibilities not limited 
to specific aspects of wage policy, but extending to the whole field of 
economic policy of which wages policy is an integral part. If the trade 
unions are so intent on raising labour’s income share that they act 
without due awareness of the macro-economic consequence of their 
behaviour, then the system reacts by an adjustment process of its own, 
whereby equilibrium at the level of the firm is re-established by a fall 
in employment. It is a sort of incomes policy in reverse. 

Our system of production is in no condition to support any 
alterations in the distribution of income among factors of production 
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which would further raise the share of labour. While it is true that 
the deterioration in company profits came to a halt last year, firms 
have not regained a position in which they can effectively withstand 
international competition and at the same time renew their plant at 
the necessary rate without incurring excessive debts. It should be 
added that it is quite wrong to regard the surplus in our current 
balance of payments as excess saving; in some part, which cannot be 
measured, it derives from sales at prices making no adequate al- 
lowance for depreciation. I do not mean to imply, by what I have 
said, that wage rises are to be excluded; but I do want to indicate the 
limits within which they must remain if the level of employment is to 
be safeguarded. 

In these conditions, quite exceptionally heavy responsibilities 
fall to public administration at all levels, on central and local gov- 
ernment, on government agencies and enterprises. Wages policy with 
respect to the employees of public administration must become a 
factor of equilibrium in the economic system. If wages in the public 
sector were to go on rising at a pace faster not only than real income 
growth per head but even than nominal wages per person employed 
in the rest of the economy, the effects would soon spread throughout 
the whole system and they would be evident not only in labour 
disputes but also in the broader context of the appearance of forces 
tending to alter the very structure of our economic system. Along the 
border line between the public and the private sector, there would be 
increased pressure for changing over into the former, which would 
more and more seem to promise immunity from the demands of 
economically rational management. Instead of going forward in the 
direction of raising the efficiency of the system as a whole, we would 
be exposing the unprotected sectors of production to a strain they 
could not bear for long, so that they, too, would ultimately be 
attracted into the public sphere. 

It is a highly doubtful question, furthermore, whether we can go 
on with the practice of transferring social charges from companies to 
the government, if this is to be financed by the methods used so far. 
These methods really amount to reducing taxes on production and 
covering the resulting shortfall by public loans. When there is an 
abundance of uninvested savings, such measures may be consistent 
with the objectives of an economic policy which accepts the con- 
straints of balance-of-payments equilibrium, price stability and a 
stable exchange rate; but they must not become part and parcel of 
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a system in which public expenditure responds to continuous 
expansionary stimulants. Situations may well occur in which the 
deficit of public administration cannot be financed without detriment 
to the stability of rates of interest, and in that case the burden would 
simply be shifted back to the process of production, since it would 
have to be financed at higher cost. 

Nor can the level of employment be durably sustained by an 
expansion of public expenditure if the latter should be due, as in fact 
it has been, to direct and indirect personnel costs and transfer 
payments to households. Swollen discontinuously by the liquidation 
of arrears due, public expenditure erupts like a torrent in flood; it is 
far indeed from being an expression of the type of policy which 
attributes to expanding expenditure the gift to call forth new combi- 
nations of idle factors of production and to spread reviving impulses 
throughout the whole economic system. In 1965, public adminis- 
tration raised net current transfers to households by 929 billion lire 
and incurred new net debts of not much more (1,164 billion); at the 
same time, the households’ propensity to save increased. Public 
expenditure should have had a compensatory effect at a time when 
private expenditure was deficient in comparison with production 
capacities, but at least part of that effect never came off. When the 
level of demand falls it may, in the short run, be indifferent whether 
public intervention works through consumption or investment. But 
long-period considerations, in which problems of development must 
prevail, make it imperative that idle resources should, to the extent 
possible, be employed for productive purposes. It must be added that 
it is hard to see how this could be done, to the desired degree, with 
the system of public administration we have. 

The ability of public administration to adapt its spending to 
countercyclical requirements has widely been called into doubt, and 
rightly so, as the events of 1958-1965 prove. During that period, the 
expenditure of public administration rose at an annual rate of 12 per 
cent, and that of government by 13 per cent; in the boom, the pace 
was seen to be quickening. The reasons for these shortcomings are 
common knowledge; not the least of them is the difficulty of co- 
ordinating the decision centres responsible for local authority 
spending, which accounts for about one-quarter of the entire public 
sector’s consumption. Because its direct investment is rising so little, 
public administration instead steps up transfer payments to other 
sectors, and so leaves them responsible for investment decisions. 
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Public expenditure should make the wheels of the economy run 
faster, but is itself slow and cumbersome, and in the meantime piles 
up commitments for expenditure to be financed by debts which 
constitute a heavy mortgage on the capital market of future years. 
Allowing also for the bond issues required to finance the fiscalization 
of social charges by the present method, legislation now on the 
statute books or about to be enacted will require government and 
other bond issues well in excess of 1,000 billion lire in each of the 
next few years, and this takes no account of whatever issues may be 
needed to finance the budget deficit and the deficits of local auth- 
orities and autonomous government agencies. 

The greatest uncertainty surrounds the timetable of legislation 
authorizing expenditure to be covered by bond issues on the market, 
and, together with the tangle of arrears due and receivable and their 
unpredictable effects on cash movements, this makes it doubtful 
whether the cash flows of public administration can be co-ordinated 
according to a programme which can serve as a reference base to 
those responsible for the management of the money supply. We 
simply do not have the information needed for reliable simulation in 
an econometric model, and we cannot be sure that the figures so 
obtained are consistent among themselves and with the income 
figures. It must be added that all the econometric models we know of 
connect the various magnitudes on the basis of coefficients resting on 
the observation of behaviour patterns during a period of — often 
fundamental - structural change. 

To some extent, the very dexterousness with which aggregates 
are manipulated today helps to relegate to the background the more 
detailed problems of ordinary administration, yet there are some 
among them which have long waited for an overdue solution. The 
resulting uncertainty does nothing to enhance the efficiency of those 
authorities which have to take action. The debates on the need to 
intensify investment offer a telling example: they abounded in argu- 
ments drawn from the most modern economic theories, but were 
sadly lacking in factual indications concerning the nature of the 
investment, the obstacles standing in its way, and possible adminis- 
trative remedies. 

In the absence of information on which to base reliable predic- 
tions for 1966, it does nevertheless seem unlikely that gross public 
investment will rise appreciably beyond 1965 levels or that public 
enterprises will invest more than last year. Any increments of total 
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investment will therefore have to come from companies in the private 
sector, among which those in engineering and chemicals are expected 
to lead and those in textiles to play some part. Textile firms have 
gone ahead, and are still doing so, with thorough reorganization 
without the benefit of the government measures which were an- 
nounced so long ago. Medium-sized companies are to play a pro- 
minent part in these schemes, provided they get adequate credit, as 
surely they will. 

The base industries invested so much in recent years that some 
falling off must be expected in the immediate future. This seems the 
right moment, therefore, to step up public investment in infra- 
structural services, more especially in transport and communications, 
and in rationalization schemes in the areas complementary to agricul- 
tural activities. There is no case, on the other hand, for trying to raise 
the level of public investment by venturing any further into other 
sectors, including especially manufacturing industry. All that would 
happen is that the government-controlled companies would compete 
with private entrepreneurs and would so upset the very base of their 
economic calculations that the effects are hard to foretell. 

As regards the prospects of recovery in building activity, 
available indicators give scant:comfort for the immediate future. 
However, the Bank of Italy and the Central Statistical Institute have 
started, though not yet completed, a large-scale survey on this subject, 
and first indications are that in the main cities and adjacent parishes 
there is not nearly as much unsold residential property as is com- 
monly said. 

Foreign demand continues to exercise an impulse effect on our 
economy. The rise in imports so far this year confirms that the 
recovery is gaining ground, exports are still on a steady upward 
course, and prices have, on the whole, been stable. The current 
improvement in company earnings, together with export growth, is 
stimulating directly productive investment to the point where unem- 
ployed labour is being reabsorbed more quickly. In the event of 
durable cost stability, this effect would soon be propagated to the 
entire economic system and we could then look forward to keeping 


the Italian economy’s growth rate one of the highest in Western 
Europe. 
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I have spoken to you today of some functional deficiencies 
which in the recent past have impeded, and still impede, more 
harmonious coordination between the public and the private sector of 
the economy in the pursuit of the targets of our economic plan. But, 
as I see things, these very deficiencies lend added force to the plea 
that the plan’s fundamental intent of impulse and renewal should not 
be allowed to fritter itself away in the sterile contest between precon- 
ceived ideas and unrealistic zeal. 

There are cases where public intervention, far from hindering or 
frustrating private enterprise, is an indispensable condition of its 
greater efficiency. Our economic plan sets forth as one of its guiding 
principles that we must make good the deficiencies and imbalances 
due to the inadequate satisfaction of certain essential collective needs, 
in fields ranging from public health to education at all levels, from 
vocational training to scientific and technological research; in so 
doing, it truly breaks new ground and beckons us to tasks whose 
overriding priority is beyond doubt, if we want to create the foun- 
dations from which our people may move forward to new goals of 
social advancement. To recall this challenge to our minds does not 
imply wishing to confine public economic action within narrow 
bounds; on the contrary, it serves to underline the close link which 
exists between our country’s future progress and our own ability, 
today, to accept inevitable limitations, to make our choices with 
determination and translate them quickly into achievements. 

In the first Annual Report which it was my privilege to present 
to this Assembly, I said towards the end: “our economy has run ahead 
of its own institutions”. Five years have passed since then, and they 
have brought profound changes in the structure of Italian society. 
The wave of the business cycle has risen and fallen, and is now 
turning again, but through the changing tides we can perceive a true 
line of uninterrupted progress at the level of the firm, of organized 
labour, of local government. In our institutions, however, this line is 
faint and hesitant, as if to suggest that they have not overcome their 
suspicion of modern ideas and stand incredulously on the sidelines of 
the march of time. 

In the public and in the private sector of the economy alike, 
firms have built factories incorporating the most advanced techniques 
and they stand ready at all times to introduce new organizational 
improvements; they link up with firms in other sectors and with 
foreign concerns and adapt their size to the requirements of steadily 
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expanding markets, while independent entrepreneurs, with courage 
bordering on recklessness, enter a contest in which the merits of 
action are judged solely by its success or failure. 

We have in our country intrepid spirits who, without being 
obliged to do so, freely accept the conditions in which the genius of 
invention is sharpened on the whetstone of growing risk in a market 
stretching to the four corners of the earth. More and more choices are 
open to producers, to workers, to consumers, to intellectuals, who 
thus become less dependent upon the conditions of their environment 
and gain more freedom to live according to their own bent. The 
Italian government’s unswerving adherence to the purpose of 
European unification reflects our conception of how, in the new 
order of European society, a people not devoid of merit can rise to a 
higher level of existence. 

It is in the setting of a united Europe, open to competition from 
all directions, that our credit system finds its place as an efficient 
instrument of modern monetary policy, always ready to adopt new 
methods. Its task is to give the Italian economy a capital market of 
European dimensions, and to supply it with short- and long-term 
credit on terms which stand comparison with the most advanced 


industrial countries. In close collaboration with you, gentlemen, we 
keep the system under continuous critical review for our common 
purpose of introducing every improvement of which it is susceptible. 
Both you and we fulfil our duties in a spirit of unconditional loyalty 
to the system, and it is this spirit which enables us to face the tasks of 
the future with sober confidence. 
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International Monetary Problems 


Two satisfactory developments of major importance over the last 
year were that world trade kept expanding in spite of a somewhat 
slower growth of production, and that good progress was made in 
re-establishing freedom of international capital movements. On the 
other hand, the world economy suffered from imbalances which 
reflect the as yet incomplete state of the process of integration 
between the various markets that has been going on for some years as 
well as cyclical disparities between individual economic systems. 

While the pace of economic expansion slowed down in some of 
the major industrial countries, like the United States, the United 
Kingdom and West Germany, other economies, notably those of 
Italy, France and Japan, made a good recovery. In this cyclical setting 
several countries, at brief intervals one after the other, experienced a 
recurrence of the same sort of phenomena that Italy had encountered 
in 1964. 

In other countries, too, the restrictive use of monetary policy 
re-opened the usual discussions on the timing and adequacy of the 
measures adopted, as well as on the tolerability of the costs they 
entail in terms of a fall in the levels of investment and employment. 
Furthermore, the widespread recourse to restrictive monetary policies 
clearly was, if not the determining factor, at least a contributory cause 
of the rise of interest rates to heights unheard of in the last few 
decades. The ebb and flow of the cyclical waves in the course of the 
last few years have made it only too obvious how often a conflict can 
arise between the objectives of internal and external stability in a 
situation where capital movements are largely free but economic 
policies are not more closely co-ordinated than they are at present. 
Yet the slowness of progress in trying to reach an agreement on the 
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problems of international liquidity is also delaying policy co- 
ordination, which must needs proceed from the same source as do 
responsible decisions on the creation of additional reserve instru- 
ments. 

The difficulties encountered in finding a solution acceptable to 
all the parties concerned cannot, at this stage, be blamed on insuf- 
ficient knowledge. The problem has now been explored in depth, a 
number of valuable contributions recently having been made to the 
debate. But in the discussions which have been going on at various 
levels, it has proved impossible to keep rational arguments separate 
from fanciful ones. The supporters of paper money have been op- 
posed by those adhering to the gold myth, it being overlooked that 
this, too, rests upon convention. 

There are some who believe that the general rise in prices should 
be matched by an increase in the price of gold. They seem to be 
unaware of the sophism inherent in an argument according to which 
the yardstick must be altered when the things it measures are seen no 
longer to have their original size. The opponents of gold have made 
the mistake of giving the impression that they intended to jettison the 
discipline demanded by the acceptance of gold in the system of 
international payments so as to widen the margin of discretion in 
domestic policy decisions, and more especially when such decisions 
are taken by a major country without consideration of their reper- 
cussions on the general run of other countries. 

If we strip the essential problems of all the formulae in which 


they are wrapped up, the points of agreement and disagreement may 
be summarized as follows: 


a) In the unanimous view of all, it is unacceptable that there 
should be a hierarchy of nations, of which some have the right to go 
on indefinitely financing their external deficit by supplies of their 
own currency which is generally accepted for inclusion in reserves, 
while others are forced to restore equilibrium to their balances of 
payments without delay once a deficit makes inroads into their 
reserves of gold and convertible currencies. The international com- 
munity disclaims privilege; it demands the establishment of conditions 


of equality by which all its members, great and small alike, are subject 
to the same discipline. 


b) Likewise, there is general agreement to the effect that 
there can be no discipline in the absence of well-defined limits to the 
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volume of international means of payment. Some say that the way to 
draw such limits is to restore to gold its exclusive function as an 
international means of payment. According to others, the same result 
can be achieved by leaving the determination of the volume of 
international means of payment to an assembly of nations, such as 
that represented in the International Monetary Fund, subject to 
suitable adjustments in voting rights so as to give each nation a weight 


more in keeping with its economic importance and share in world 
trade. 


It would seem that agreement is in sight on the merits of 
organizing a system of reserve creation through credits intended to 
finance a multilateral clearing within the International Monetary 
Fund. Just as in any individual country, commercial banks period- 
ically offset their reciprocal claims and liabilities and settle the 
difference through their accounts with the central bank, drawing on 
them or paying into them as the case may be, so claims and liabilities 
between states could be settled not only in gold and convertible 
currencies, but also by central banks drawing on, or paying into, 
accounts with the International Monetary Fund. Both the right to run 
up a debit balance and the obligation to accumulate a credit balance 
would be subject to defined limits. 

Should these accounts and the underlying resources be kept 
apart from the accounts pertaining to the Fund’s ordinary operations? 
should the resulting resources be made directly transferable? or is it 
better to adopt a form of indirect transferability such as is now in 
operation within the Fund, by which any member nation can be 
credited with currencies other than its own against payment in its 
own currency? should credits be made repayable after a certain time 
when a persisting debit position is attributable either to failure to take 
direct measures for the re-equilibration of the balance of payments or 
to a preference for spending one reserve asset rather than another? 
These are some of the questions which the Ministers of the Group of 
Ten and the Finance Ministers of the European Economic Com- 
munity put to the various committees of experts. 

To judge by the results of the searching studies made by these 
experts, it would appear that there are several solutions capable of 
producing equivalent effects. But in any event, two prior questions 
must first be settled: namely, the question of the limit to be placed 
upon the process of the creation of international means of payment, 
and the question of the procedures by which these limits are to be 
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determined — in other words, of the extent to which each country can 
and must have a voice in the decision. 

These problems arise not only in the context of future arrange- 
ments, but also at the present time, in connection with the adminis- 
tration of existing reserve assets. For some time, the Italian authorities 
have been pressing for an agreement on the joint principles that should 
govern reserve administration, an agreement which, while precluding 
the unlimited acceptance of the so-called reserve currencies, would 
recognize their useful function in international payments. 

As regards the pound in particular, it is well to recall that the 
sterling balances held by the rest of the world have been pretty stable 
over time. In spite of the diversification of the sterling area’s trade 
relations and the weakening monetary links between its members, the 
wide range of banking facilities available on the London market has 
maintained the pound’s leading position in international financial 
relations. This helps to explain why the overall volume of the sterling 
balances has fluctuated so little, either up or down. But international 
trade has been expanding and will go on expanding in the future, and 
as it does, the world’s reserves will rise; it follows that the sterling 
balances will come to account for a smaller proportion of world 
reserves. In 1948, they represented about 24 per cent of the world’s 
gold and exchange reserves; today, they account for only 14 per cent. 
Supposing that world reserves rise at an annual average rate of 
between 3 and 4 per cent, the proportion will be only 10 per cent in 
ten years’ time. The implication is that there is no need to take any 
further steps to solve the problems arising from the pound’s present 
position in the system of world liquidity reserves; these problems will 
solve themselves in time. 

We in Italy try to live up to our responsibilities to the inter- 
national community in the way we manage our foreign position. We 
try to find the best combination between the foreign assets and 
liabilities of the private and the public sector. To this end, we 
sometimes, in certain circumstances, allow short-term assets and liab- 
ilities to be switched into or substituted for long-term assets and 
liabilities and vice versa, both as between the two sectors and within 
each of them. In 1966, for example, and more especially in the last 
quarter, short-term assets of the public sector were converted into 


long-term assets of the private sector through private subscriptions to 
foreign bonds. 





Concluding Remarks for 1966 189 


In our decisions regarding the composition of official foreign 
assets we have reconciled two purposes: namely, to protect a sizeable 
portion of our reserves against exchange risks and to combine ad- 
equate yields from our non-gold reserves with a high degree of 
liquidity. 

On 31 December 1966, our official reserves amounted to 4,769 
million dollars; 70 per cent of this was invested in gold or in claims 
expressed in gold, and of the latter 320 million dollars’ worth bore 
interest. Another 140 million dollars’ worth of claims was expressed 
in lire. Of the convertible currency portion, 93 per cent consisted of 
liquid dollar investments and the rest was made up of Deutsche Mark, 
Dutch guilders and Swiss francs; it earned interest at an average rate 
of 5 per cent in the course of the year. 

The 1966 balance-of-payments surplus was used in part for the 
advance repayment of debts by repurchasing promissory notes rep- 
resenting Italian debt; it was agreed, however, that this paper could 
be mobilized in the event of the balance of payments moving into 
deficit. 

It can therefore be said that the purposes mentioned above are 
in fact reconciled in our reserves’ present proportions of gold, claims 
expressed in gold, dollars and other currencies, short-term invest- 
ments and medium- and long-term investments. 

As to how large reserves need to be, this depends upon a 
number of variables, such as the size of gross national product, the 
incidence on it of foreign trade and the degree of co-ordination 
between economic policies. In the short run, the greater the incidence 
of foreign trade, the larger must be the portion of reserves held in 
liquid form. To illustrate this point, it may be recalled that even in a 
situation of tendential balance-of-payments equilibrium, such as we 
have today in Italy, we ran up a global deficit of 454 million dollars in 
the five months between October 1966 and February 1967; this 
corresponds to 10 per cent of official reserves and to 36 per cent of 
dollar reserves as of 30 September 1966. 

The repercussions of our policies in 1966 upon our convertible 
currency reserves were accepted for the sake of preventing the rise of 
interest rates on the international market from spreading to the 
domestic market, and in the expectation that this rise would be 
temporary and interest rates would sooner or later begin to fall back 
to levels closer to those which preceded the upward movement. 
Events have proved us right. During the first quarter of this year, 
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interest rates declined on all the major capital markets and this has 
brought a relaxation of the pressures that made for an outflow of 
capital from Italy. It must be added, though, that especially during 
the first few months of this year, new pressures of the same kind were 
generated by apprehensions due to certain tax measures. 


Domestic Economic Conditions 


Last year on this occasion, in examining the prospects of a 
strengthening and widening of the incipient recovery, it was pointed 
out that the private sector was the one in which a revival of in- 
vestment could originate, seeing that no appreciable increase could be 
expected in investment by the public sector and by public enterprises, 
and that there was not much hope of an improvement in building. 

This view is confirmed by the results of 1966. Public investment 
went up moderately; public enterprises invested less; residential 
building remained stagnant. The bulk of last year’s increase in total 
gross fixed investment (5.3 per cent at current prices and 3.7 per cent 
at constant prices) thus came from directly productive private invest- 
ment, which may be estimated to have gone up by 13 per cent in real 
terms. 

In addition to investment, the revival of domestic demand owed 
much to consumption which, in terms of constant prices, rose at a rate 
more than twice as high as in 1965. The growth rate of the foreign 
component of total demand, on the other hand, while still very high, 
suffered some deceleration. 

The meeting of global demand and supply exercised no ap- 
preciable upward pressure on prices last year, a result which would 
not have been possible without moderation on the part of trade 
unions. After the exceptionally large advances between 1962 and 
1964, wages in industry last year kept more in line with the pro- 
ductivity of the economic system. But while an increased awareness of 
these limitations was displayed by industrial unions in the nego- 
tiations for the renewal of major wage contracts, the same cannot be 
said of the labour organizations in other sectors. 

The revival of total demand in 1966 after the still hesitant 
incipient improvement of 1965, and especially the revival of in- 
vestment demand by firms, began to show up in rising employment. 
The employment effect, it is true, was only small, partly because of 
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the usual time lag between changes in production and those in 
employment in the initial stages of both the upward and the 
downward phase of the business cycle, and partly because of internal 
reorganization within firms. According to the surveys of the Central 
Statistical Institute, total employment rose by 1.7 per cent between 
January 1966 and January 1967; if farming is excluded, the rate was 
higher. At the same time, there was a renewed outflow of manpower 
from agriculture, after an interruption during the recession; the 
number of workers on short time progressively diminished to levels 
below those of 1963. The number of wage earners in industry rose by 
4.4 per cent, as confirmed also by the figures of the Ministry of 
Labour. 

Recovery of investment demand, then, was the salient feature of 
the year. It had its origin not only in the decline in the margins of un 
unutilized capacity owing to pressure from all demand components, 
but first and foremost in the improved profitability of firms — the 
prior condition of recovery, as mentioned in last year’s Report. 

The increase in fixed investment was most evident in machinery 
and equipment, the categories which had been the first, and worst, 
sufferers from the previous decline, which in two years had taken the 
relevant investment figure back by 30 per cent in real terms. This 
investment went into plant renewal more than into the extension of 
existing or the construction of new plant. The modernization process 
was most intensive in Northern Italy, by virtue of our country’s 
industrial structure, and less so in southern regions, where capital 
mostly goes into the establishment of new firms. 

The proportion of gross national product absorbed by fixed 
investment fell from 23.7 per cent in 1963 to 18.9 per cent in 1965, 
and it again fell in 1966, though to a much smaller extent, despite the 
recovery of fixed investment from the third quarter of the year 
onwards; no further decline is evident, however, if housing is ex- 
cluded. Still, last year’s ratio was well below the medium-term av- 
erage and quite clearly insufficient if we are to achieve our target 
growth rate; the five-year programme, it will be recalled, assumes that 
22.3 per cent of the gross national product will be devoted to gross 
fixed investment. 

In the early months of 1967, some of last year’s positive factors 
lost much of their force. Part of the cost reduction per unit of output 
so laboriously achieved in the course of the last two years has been 
offset by new wage rises as a result of contract renewals, by the 
government’s decision to shift back to employers the whole burden of 





192 BNL Quarterly Review 


social charges of which they had been relieved by fiscalization for some 
time, and by new taxes required to finance government measures in aid 
of the flood-stricken areas. Export growth is likely to suffer from 
weakening demand from major European countries and from keener 
competition on the part of their producers in an effort to make good 
the shortfall of domestic sales. 

The basic condition for transforming the current upswing into a 
prolonged phase of growth for our economy is the maintenance of a 
high level of directly productive investment, accompanied by the 
creation of adequate infrastructures. 

As far as can be foreseen on the basis of available information, any 
further increase in investment this year will again come from com- 
panies in the private sector, especially in the engineering, chemical and 
man-made fibres industries. Any major contribution from public 
enterprises seems unlikely, at any rate if their investment in motorways 
is excluded. More than in 1966, on the other hand, may be expected 
from the public administration, if approved expenditure, in part 
connected with the repair of flood damage, follows the proposed time 
schedule. 


The Capital Market 


The recovery and further expansion of production raise pro- 
blems of finance which need to be considered in the broader context 
of the European market. While the authorities of the European 
Economic Community are urging members to demolish the obstacles 
in the way of free capital movement and are studying what adjust- 
ments might be necessary to prevent tax disparities from diverting 
capital flows, the individual countries are themselves pushing on with 
the process of liberalization. In Germany and Belgium, residents have 
for some time been free to import and export capital; since last 
January, French residents have been allowed to import and export 
capital in any form, including bank notes. It is hard to reconcile with 
this trend the fact that certain circles are urging that we should raise a 
wall around our economy which would virtually transform it into a 


beleaguered fortress. This suggestion is couched in terms which seem 
to smack of autarchy. 
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Market integration has implications which surpass our imagina- 
tion, and its effects pervade all fields of economic activity. In the 
1950s, when natural gas began to flow through the pipeline to the 
industrial centres of the Po valley, this appeared to initiate an 
industrial renaissance that would reduce the country’s dependence 
upon foreign sources of supply. Tomorrow the same pipeline will 
carry gas from African deserts and the Arctic Circle. This will not 
imply that we have lost our independence; it will merely mean that 
we are a free country which does not yield to powerful pressure 
groups and which gets what it needs to run the economy where it is 
to be had on the best conditions. 

There are inherent contradictions in the attitude of those who, 
with the object of protecting the independence of national firms, 
oppose the creation of a larger market in which these firms, combined 
in units of a size more in keeping with the requirements of modern 
technology, could grow strong enough to defend themselves. Careful 
consideration should be given to the proposal to create a standard 
European type of company, whose shares would circulate freely in the 
countries of the Common Market and in which companies of various 
nationalities might combine. Other countries have in hand schemes 
for promotion of arrangements to strengthen the competitive position 
of enterprises; we in Italy are still delaying passing legislation to 
safeguard competition, and little interest is shown in the impending 
lapse of the provisions designed to encourage company mergers. 
These adaptations gain added urgency with the progressive disman- 
tling of tariff barriers among the countries of the European Economic 
Community and between them and non-member countries, and this 
will apply even more in the event of an increase in the number of 
EEC members. 

It is obvious that the problems are not merely those of the size 
and location of new factories and their greater or lesser degree of 
specialization. It is also a question of harmonizing as far as possible 
the laws which govern the relations between the various governments 
and the companies located in these countries, and in particular the 
open or concealed transfer of the ownership and management of 
individual companies or whole industries to government or other 
public agencies. Our constitution defines the principles limiting direct 
government intervention, but it would be desirable for the standards 


of application to be co-ordinated at the level of the European Com- 
munity. 
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The EEC authorities believe that economic integration must 
necessarily be associated with financial integration, and to this end 
they press for measures to eliminate the obstacles which obstruct the 
free transfer of long- and short-term capital. Some time ago, the EEC 
authorities put in hand a study of the principles which it would be 
desirable to see incorporated in legislation governing the taxation of 
income from securities, so as to remove disparities that distort capital 
movements. To do away with these disparities would impose yet 
another constraint upon the autonomous decisions of individual 
governments; but governments cannot at one and the same time aim 
to create a European capital market and refuse to accept a uniform 
system of taxation of income from securities, suitably co-ordinated as 
regards methods of assessment. 

In the preparatory studies on the taxation of income from 
securities, the EEC authorities seem to favour a system which does 
not stimulate an outflow of capital to third countries to the detriment 
of economic development in the Community. Under the solution 
proposed in these studies, any system of automatic disclosure of 
dividends and interest would be precluded and any withholding tax 
on them would be regarded as provisional, allowing the taxpayer to 
choose between accepting it as a final settlement of his tax liability or 
deducting it from his personal tax. It may be pointed out that such a 
system is not very different from the one that was introduced in Italy 
in 1964 and abolished last February, when the 1962 system was 
restored with some modifications. 

It cannot be said that our country’s much debated and so often 
changed legislation in this field ever has helped, or is helping, to 
encourage equity investment; yet there can be no doubt that in- 
creasing equity investment is an objective with a high priority. 

In the four years 1963-1966, manufacturing firms incorporated 
as joint stock companies whose shares are quoted on the stock 
exchange invested more than 2,400 billion lire gross and almost 1,600 
billion net. Of the quoted companies, only 23 increased their paid-up 
capital; the nominal value of their new share issues was 102 billion 
lire; in all, new money from shareholders amounted to 127 billion 
lire, including instalments called up on earlier capital increases. This 
sum accounted for barely 5.2 per cent of the companies’ gross capital 
formation over the four years, viz. 5.6 per cent in 1963, 2.7 per cent 
in 1964 and 6.6 per cent in 1965. From incomplete figures for 1966, 
it would appear that the proportion last year worked out at 7.9 per 





Concluding Remarks for 1966 195 


cent, but this is reduced to 1.3 per cent if we exclude payments in 
connection with the capital increase of ANIC (a petrochemical sub- 
sidiary of the public holding company ENI). 

In contrast to the scanty activity in the new issue market for 
shares, bond issues grew to such an extent last year that the Italian 
issue market moved into first place in Europe. Expressed in dollars, 
net bond issues amounted to 5,266 million and thus broke the 
previous European record for the period 1961-1966, which was 
achieved by Germany with its 4,327 million dollars’ worth of bond 
issues in 1965. Total net security issues amounted to 8.6 per cent of 
gross national product in Italy last year; the average for the rest of the 
Common Market was 2.3 per cent. Bond issues were floated on better 
terms in Italy than elsewhere in the Common Market, and the 
amount taken up by private subscribers was satisfactory: 48 per cent 
compared with 32 per cent during the preceding four years. 

Gross issues of fixed-interest-bearing securities totalled 3,897 
billion lire in 1966, and their placement was facilitated by the copious 
flow of liquid funds consisting of loan repayments and interest — 
together 1,668 billion lire. Fixed-interest securities accounted for 86 
per cent of all new security issues in 1966. Net fixed-interest security 
issues totalled 2,821 billion lire, of which 67 per cent were floated by, 
or on behalf of, the Treasury and by the public enterprises ENEL, 
ENI and IRI; the rest was issued by industrial, land and agricultural 
credit institutes. Companies of the private sector made no issues. It is 
only fair to add, however, that part of the sums raised by the public 
sector has been, or will be, transferred to the private sector by such 
means as, for example, the plan for agriculture (the Green Plan) and 
electricity compensation payments, or through the channel of special 
credit institutes. 

Some highly interesting points emerge from retrospective com- 
parisons. The nominal value of fixed-interest-bearing securities out- 
standing was 6,800 billion lire at the end of 1961 and 15,900 billion 
at the end of 1966. At the former date, 59 per cent of them were 
owned by individuals; by the second date, the proportion had 
dropped to 45 per cent and the proportion in the hands of banks had 
risen correspondingly. Over the same period, the market value of 
shares in circulation declined from 20,800 to 18,400 billion lire. The 
proportion owned by individuals, companies and institutions of 
Italian nationality decreased, and the proportion registered as foreign 
holdings rose from 10 per cent in 1961 to 18 per cent last year. 
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Shareholdings of individuals in Italy accounted for 37 per cent of the 
total in 1961, 40 per cent in 1963 and only 33 per cent in 1966. Since 
the figure is a residual estimate and includes the holdings of associ- 
ations and foundations, however, the real decline was probably even 
greater. 

If one looks at what actually happens to such shares as change 
hands on the occasion of the monthly settlements at stock exchanges, 
it will be seen that part of these shares is transferred from private to 
public portfolios — a sort of surreptitious nationalization. The pension 
fund of the Bank of Italy proved another haven for equities sold by 
private owners immediately before and after the publication of the 
new law on the withholding tax last February. 

These kinds of developments happen more or less all over the 
world, but in Italy they are accentuated by disparities in tax treat- 
ment. On all the great capital markets new issues have tended to 
assume the form of bonds, even the issues of private companies. But 
this is no argument in support of a discriminatory system which 
impedes share issues, especially in the case of a country such as ours, 
where the self-financing ratio is appreciably lower than elsewhere. 
Nor can we escape the conclusion that this tendency ultimately 
strengthens the groups that effectively control firms incorporated as 
companies, in so far as it affords these groups an opportunity to 
increase their own equity holdings by buying shares from small savers 
at prices determined by the decisions of these very same groups. Since 
companies are obliged to make redemption and interest payments in 
accordance with the terms of their loan issues, without any possibility 
of adjustment to changing market conditions, they are faced with two 
alternatives. They must either accept the resultant wide fluctuations 
in their financing margins, which creates difficulties for investment 
planning and the implementation of investment programmes, or make 
changes in the number of people they employ, which disrupts the 
absorption of new entrants to the labour force. 

The government is now preparing a tax reform bill which 
incorporates modern principles such as those underlying the tax 
systems of the Western countries. Since it is proposed to abolish all 
separate taxes on incomes and to replace them by one single, pro- 
gressive, personal tax, it can in theory be argued that all incomes 
should be counted as part of each taxpayer’s total income and that 
suitable means of assessing it should be provided. But, while the full 
application of the principle that taxation should be personal and 
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progressive is the ideal aim of the reform, it must be remembered in 
pursuing this aim that our economy must make its way in an open 
market. 

As regards the tax treatment of interest on bonds and on deposit 
and current accounts with banks and the Post Office, the reform bill 
precludes any form of disclosure of the recipients’ names. It may be 
inferred from an official statement that interest on bonds issued not 
only after, but also before, the new law comes into force will not enter 
into the computation of the recipients’ income and will therefore not 
be subject to the progressive tax; furthermore, it is understood that the 
government intends to introduce transitional provisions by which the 
holders of bonds issued before the reform takes effect will be 
guaranteed the receipt of interest in the actual amount indicated on 
the coupon and that nothing will be done to ascertain the names of the 
holders. 

Care will also have to be taken to make sure that the new tax 
treatment be conducive to a proper balance between the fixed-interest 
and the variable-interest sections of the security market, and between 
our own system and that of the countries with which our market is 
most directly linked, so as to avoid any distorting effects on capital 
movements. This applies not only to the tax system itself, but more 
broadly to the institutional framework; in this connection, I want to 
draw attention once more to the harmful consequences of our lack of 
open-end investment funds. Such funds have assumed fairly sizeable 
proportions elsewhere in Europe, and the fact that these operate in 
Italy constitutes an additional handicap for our capital market. 

The transition from the old to the new tax system will require 
the greatest care so as to avoid any adverse effects on production. In 
particular, if taxes of known yield are replaced by taxes of uncertain 
yield, we shall need more information about the distribution of 
incomes according to size with a view to fixing tax rates which meet 
all the various purposes of the reform, and first and foremost that of 
the continuity and adequacy of tax revenue. Otherwise, if the gov- 
ernment subsequently varies the tax rates, as it would have the 
possibility of doing under the reform law, this might cause fluctu- 
ations in the economic system prejudicial to the achievement of the 
rate of growth envisaged in our economic programme. 

The receptiveness of the market for bond issues enabled special 
credit institutes last year to raise the amount of their medium- and 
long-term loans outstanding by 1,015 billion lire, compared with 797 
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billion in 1965. Industrial credit institutes alone were responsible for 
569 billion lire of the additional loans, as against 473 billion in 1965. 
The fact that production recovered chiefly in industry and most 
sharply in the northern regions had a bearing on the composition of 
loans; the ratio between loans to industry and those for public works 
shifted in favour of the former, and the share of Southern Italy, which 
was 52 per cent in 1965, dropped to 13 per cent. 

This latter contraction had a lot to do also with the time lapse 
pending implementation rules for the new law concerning the ac- 
tivities of the Cassa per il Mezzogiorno, and it assumed larger 
proportions in the mainland regions of the South. The explanation is 
probably that, in the Islands, new loans were largely granted in 
connection with a few large factories already under construction, 
whereas on the mainland loans were more widely spread among small 
firms. Despite all the special credit facilities, newly established small 
and medium-sized firms encountered great difficulties in this con- 


nection, which in some cases were aggravated by the inexperience of 
the promoters. 


Subsidized Credit 


The greater part of the loans extended by industrial credit 
institutes falls into the category of subsidized credit, which in 1966 
accounted for 578 billion lire out of total new loans of 1,081 billion. 
The proportion seems bound to increase in the future; at the end of last 
December, the institutes had commitments in respect of subsidized 
credits amounting to 1,556 billion lire, whereas their commitments in 
respect of ordinary credits came to barely 467 billion. 

Subsidized credit is one of the incentives designed to promote 
economic development in Southern Italy, and is intended to offset 
some of the higher costs which firms incur in the South because of 
insufficient infrastructure. The size of the subsidy depends on the 
extent of the costs it is meant to compensate. But the question arises 
whether, in the long run, it may not be wiser to rely less on credit 
facilities and instead to go ahead faster with the creation of the 
infrastructure for which these facilities are a temporary substitute, and 
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also to step up the intervention of public enterprises with a view to 
developing new production with a high research content. 

The proliferation of subsidized credit makes those who apply for 
it believe that they have a right to it, and weights the decisions of the 
special credit institutes responsible for its administration in the di- 
rection of the social utility of the proposed investments. By a sort of 
process of selection in reverse, competition among credit institutes of 
different backgrounds works to the detriment of those with longer 
experience, which are better equipped for a critical assessment of 
borrowing firms from the point of view of their capital, financial 
strength, earning capacity and organization, and to the benefit of 
those institutes which are more inclined to grant every request, 
trusting that it will be approved by the authorities responsible for the 
decisions on interest-equalization grants. 

More and more, subsidized credit is assuming the character of 
public assistance; its growth gives sustenance to the conviction that 
this is the way to solve local problems, and hence the credit institutes’ 
lending becomes increasingly subject to interference, which impairs 
the objective conduct of their business. In their relations with pol- 
itical authorities, the credit institutes find that the latter, rather than 
limiting themselves to general economic policy directives, also extend 
their influence to questions of detail and steer the use of credit 
toward the solution of incidental problems. 

Instead of being a means of strengthening the competitive 
position of Italian industry, subsidized credit is used to bolster rear- 
guard positions in an attempt — condemned sooner or later to prove 
vain — to keep alive firms doomed to succumb to domestic or inter- 
national competition. 

Economic circles are pressing for an extension of these credit 
facilities so as to increase their field of application from the financing 
of fixed investment to that of stocks and even to working capital. 
Ultimately, the operations of ordinary banks are suffering, because 
the latter are more and more coming to trust that the borrowing firm 
will repay somehow or other with the help of subsidized credit or 
other public credit facilities. 

Interregional and regional credit institutes thus have to devote a 
growing part of their activity to handling the administrative 
formalities connected with grants from the central or regional gov- 
ernment, so that in the end they themselves come to resemble offices 
of the public administration. Their banking character grows fainter; 
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their competitive capacity fades; their public bias is accentuated, and 
this is bound to lead to a change in the controls to which they are 
subject. But such controls become more difficult to exercise owing to 
the credit institutes’ increasing subordination to regional interests, 
and this is happening at the very moment when economics and 
technology alike demand that production units should be larger and 
that the economy should leave provincialism behind. 

Our Report for 1963 outlined the transformations in course in 
the socialist economies, and more particularly in the Soviet Union. 
Decentralization on a regional basis has been abandoned, and the 
Soviet economy is now being reshaped through subdivision into 
enterprises with growing independence and the possibility to choose 
factor combinations in the light of indicators based on comparative 
factor costs. These current reforms have been widely publicized, and 
this is not the place to discuss them in detail; it may merely be 
pointed out that the spirit of the reform is that enterprises should be 
answerable for their liabilities with their own assets, that proceedings 
for insolvency can be instituted against them and that the state 
provides no guarantee whatever. The very first reform measures lay 
down that annual profits may be allocated to the capital funds of 
enterprises, that capital invested must be reconstituted by setting 
aside adequate depreciation allowances, and that enterprises may 
draw on bank credit to the extent of their capacity to repay. 

Some further considerations regarding the excessive spread of 
subsidized credit are suggested by certain aspects of foreign trade. 
The increasing flow of exports to developing countries on deferred 
payment terms is having adverse effects on these countries them- 
selves. The accumulation of redemption and interest commitments is 
a heavy drag on the balance of payments of countries which, for some 
years to come, are most unlikely to earn sufficiently large surpluses to 
service their mounting debts. 

One might ask whether, instead of giving surreptitious assistance 
to developing countries — for funds that have the appearance but not 
the substance of credit must be considered as such — it would not be 
preferable if we, for our part, were to utilize state budget resources to 
grant aid. This would not alter the fact that we are withdrawing real 
resources from domestic use, but Parliament would then decide on 
the volume and timing, and public opinion would know about it. 
Actually, export refinancing is, in its end effect, tantamount to 
financing the budget, which would otherwise have to bear the conse- 
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quences of insolvency on the part of countries to which goods have 
been exported on deferred payment terms. 

A decision of this kind would, furthermore, be in keeping with 
our commitment, under our economic plan, to allow some 1,000 
billion lire for aid to developing countries in the course of five years; 
as things are at present, neither the real nor financial implications of 
this commitment are at all clear. 

Similarly, export credit insurance, which was originally meant to 
afford exporters protection against the possibility that the transfer of 
money paid by the importers might be prohibited, has gradually come 
to cover also commercial risks. Official guarantees have become more 
common in importing countries as well, so that neither exporters nor 
importers have any real interest left in the intrinsic soundness of the 
transaction. Certain practices have sprung up whereby the exporter 
and the importer collaborate to obtain from the latter’s government 
authorities the necessary guarantee for the completion of the trans- 
action. Once again, the special credit institutes play no more than an 
administrative part, their sole function being to check that all the 
papers are in order. 

The result of all this is that countries to which such subsidized 
exports are sent suddenly see industries springing up without neces- 
sarily any reference to market demand or to any co-ordinated and 
comprehensive government plan. Sometimes these new industries get 
into difficulties because local consumers refuse to buy their products 
and prefer imported ones enjoying the same credit facilities thanks to 
which the machines making the local products were imported in the 
first place. 

Policies to promote the economic development of the less de- 
veloped countries have been in the forefront of world discussions for 
ten years, and we have learnt enough to know what complex pro- 
blems emerge when it is a question of operating within systems that 
require profound institutional changes. 

Indeed, the task of the industrial countries cannot be expressed 
in terms of money alone. What is needed is that European civil- 
ization, whilst respecting native traditions, should help to bring about 
the necessary transformations of institutions and habits. These trans- 
formations must be guided by ideals of social betterment without 
calling forth discontent, which experience has shown to be conducive 
to forms of government opposed to these very ideals as also to the 
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forces that foster those processes of social reorganization on which 
material progress depends. 


The Activities of the Banking System 


Our policy in 1966 was to enable expanding production to be 
financed on the basis of falling short-term and stable long-term in- 
terest rates, despite the fact that both were rising steeply on some of 
the markets with which ours is most directly linked. We put this 
policy into effect firstly by controlling bank liquidity, and secondly by 
encouraging competition among banks; to the latter end, we issued 
instructions conferring upon the largest banks the faculty of operating 
also in localities where they have no branches of their own. The 
interest rates charged for lire loans by nation-wide banks diminished 
on the average by about one-fifth of a point in the course of the year 
and at the end of 1966 were between 7 and 7.75 per cent. 

Increased competition among banks is intended to stimulate a 
process of reorganization which will make banking firms assume a 
size appropriate to the conditions of an integrated economy. It is, of 
course, up to the central bank to make sure that competition does not 
degenerate into aggression by big banks against small ones, leading to 
the destruction of the latter. 

With this in mind, a careful survey has been made of the profit 
and loss accounts of banks with networks in more than one region 
which have been authorized to operate also in provinces where they 
have no branches. Although the margin between borrowing and 
lending rates narrowed in 1966 while personnel costs and tax ex- 
penses increased, the banks in this group were able both to make 
appropriations to reserves of amounts at least as great as in previous 
years and to pay dividends on their capital, thanks to the expansion in 
the volume of their business and to their active intermediation in the 
security market both at home and abroad. Allocations to staff pension 
funds, however, are still inadequate; and it must be added that the 
banks’ role as intermediaries in the bond market may well fail in the 


future to expand as much as it has done recently, to the inevitable 
detriment of profits. 





Concluding Remarks for 1966 203 


Taking the banking system as a whole, credits of up to 100 
million lire account for 46 per cent of the total amount of credit 
outstanding, those between 100 and 500 million for 21 per cent and 
those between 500 million and 1 billion for 8 per cent. The average 
amount of individual credits in the up to 100 million category is 3 
million lire. These figures go to show that the present structure of the 
credit system responds quite well to the requirements of credit 
distribution in an economy such as ours, where medium- and small- 
sized firms still predominate. The same conclusion may be drawn 
from an analysis of the relationship between the movements of 
production and ordinary credit, an analysis which testifies to the 
flexibility with which credit is adjusted to the various branches of 
economic activity. 

An examination of the distribution of loans according to their 
amount shows that the various categories of banks operate in dif- 
ferent sectors of the market as a rule, while at the margin there are 
common areas where competition is keener. In the case of the twelve 
largest banks, credits of up to 100 million lire account for 38 per cent 
of total credit outstanding; this proportion is 52 per cent in the case 
of the 38 next-largest banks, and 63 per cent in the case of all the 
others as a group. In the category of public-law credit institutes, 
credits of more than 10 billion lire account for 12 per cent of total 
credit outstanding; for banks of national interest the figure is 7 per 
cent. The high proportion of credits exceeding 10 billion in the assets 
of public-law credit institutes is explained by the fact that they do 
more business with the public administration, and more especially 
with local authorities. 

Small credits are seen to fluctuate more in individual amounts, 
upward or downward, than do large credits. Furthermore, there is a 
general shift of credits toward the larger size classes; in particular, 
some local authorities, unable to repay previous credits, add such new 
amounts as they borrow to the total already outstanding in their 
name. This creates situations of some concern to the Bank of Italy; it 
often happens that toward the end of the month the Bank has to 
authorize new loans to this or that municipality for the mere sake of 
public order. Provisions are now under examination by which local 
authorities would be financed through the medium of the Central 
Post Office Savings Fund; while this would solve the problem of the 
local authorities’ indebtedness to the banks, it would aggravate the 
problems deriving from the growing volume of bond issues. Recently, 
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the State Railways were given access to bank credit, and this, too, will 
have to be carefully limited by the competent authorities. 

Portfolio investments and credits to public institutions and 
government-controlled companies did not prevent the banks in 1966 
from giving more help to medium- and small-sized firms, which 
contributed most to the investment recovery. Banks and banking 
associations together last year increased the total of their loans 
outstanding by 2,027 billion lire, compared with 933 billion in 1965. 
The public sector absorbed 343 billion, or 17 per cent of that total, as 
against 255 billion, or 27 per cent, in 1965. Large companies of the 
private sector, as a group, borrowed virtually nothing, so that 1,672 
billion lire, or 82 per cent of last year’s increment, went to medium- 
and small-sized firms, including households. The banking system’s 
security portfolio increased by 1,340 billion lire to reach a total of 
5,516 billion on 31 December 1966; of this amount, 3,135 billion’s 
worth was freely disposable. 

The plentiful offerings of government and government-guar- 
anteed bonds (including bonds issued by the Credit Consortium for 
Public Works to cover loans to the Treasury) as well as of bonds of 
public enterprises, and their stable prices, obviously did much to 
attract the liquid funds of the banking system. It must be recognized 
that the continuous expansion of the volume of public loan issues, 
coupled with the maintenance of stable bond prices, is bound in the 
long run to alter the structure of the banking system. The effects are 
seen on the side of assets no less than of liabilities; in both cases, 
bonds tend to displace normal bank business. Bonds accumulating in 
huge amounts in bank portfolios tend to displace loan operations, 
especially those involving higher risks. On the other hand, if bonds 
are almost as liquid as deposits, this is bound to influence the 
behaviour of savers; those banks which have sections authorized to 
issue bonds contribute to the process every time they place their own 
issues subject to a repurchasing clause based on an agreed price. 

As the public gradually became aware of this assimilation of 
bonds to deposits, people developed the habit of drawing down 
deposits in order to invest in bonds. The banks have been count- 
eracting this tendency by raising the interest paid on deposits; at the 
same time, they have had to protect themselves against the attraction 
which high deposit rates abroad were exercising on deposits. The ease 
with which such funds can migrate from one market to another has 
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been reflected in large-scale capital transfers, partly in the form of 
banknote exports. 

In these circumstances, the authorities did not see much point in 
intervening to hold back the rise of interest rates on bank deposits. 
Certainly, competition among banks became keener and far more 
deposits came to enjoy interest rates in excess of those laid down by 
the interbank agreement, although, in annual average terms and for 
the banks as a whole, the overall cost of deposits did not go up by 
more than one-quarter of a point. Competition was, and still is, 
keenest for deposits of the public administration and for those of 
large companies in the public and the private sector, but it extends 
also to deposits of medium size; the only exception are the smallest 
deposits, especially in small towns. Tendencies of this kind are 
evident also on markets better organized than ours, and they have a 
certain aspect of distributive injustice; on the other hand, small savers 
do have the advantage that the ample supply of bonds at stable prices 
offers them profitable investment outlets without exposing them to 
the risk of substantial losses should they suddenly need to sell their 
holdings. 

Recent experience on the world’s largest money markets con- 
firms how hard it is to enforce controls on interest rates when there is 
disequilibrium between the demand for liquid funds and their supply, 
when markets are intercommunicating, or when the effects of the tax 
system exert additional upward pressure on deposit rates. Cut-throat 
competition among American banks, and between them and non- 
banking institutions, as well as the increase in deposits enjoying 
higher rates than are fixed by the authorities, both go to show how 
meagre are the results of coercion. 

This is not meant to imply that the attitude of the authorities 
should be one of indifference. But the way to get the most effective 
results is not coercion, but rather to influence the behaviour of banks 
via changes in the profit calculations that govern their activities. To 
this end, it might be expedient to adapt the tax system to the need of 
keeping capital market rates and deposit rates distinct, even though 
connected. 

On the occasion of the tax reform, it might be possible to 
strengthen the chances of controlling the rates on short-term and 
long-term funds and of maintaining an institutional demarcation line 
between them by introducing two separate, and different, tax rates for 
the proportional tax to be deducted at source from interest on bank 
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deposits, by a procedure similar to that now applied to income tax 
category A (income from capital). When banks pay deposit rates not 
exceeding the ceiling rate fixed by the monetary authorities, the 
lower tax rate should be applied; beyond this limit, where the banks 
would in effect be invading the sphere of the capital market, the tax 
rate should equal the higher rate applicable to bond interest. Pending 
the tax reform, the tax rates for income tax category A might be 
differentiated and it might be provided that the tax deducted at 
source from interest on deposits should be allowed against the banks’ 
taxable income in the first case only. 

In this manner, the tax system would create an inducement for 
banks to keep interest they pay to their depositors within the 
maximum limit indicated by the monetary authorities, and at the 
same time it would strengthen the mechanism of control on the 
truthfulness of the banks’ declarations. It would be the responsibility 
of the banks to show in their annual tax returns how much of the 
interest they have paid out is subject to the one tax rate and how 
much to the other, and the sanctions of the law would be applicable 
to any untruthful declaration. In speaking of a maximum limit, what 
we have in mind is a system by which, anywhere up to this limit, the 
banks would be completely free to decide what rates actually to pay; 
nor would it preclude interbank agreements to the extent that they 
are compatible with Italy's Common Market obligations. 

This system might be combined with the abrogation of any 
restrictions on lending rates, and in addition with freedom to pay 
interest at market rates on interbank accounts. The result would be a 
more rational distribution of financial resources. A money market 
would be created through which resources would be channelled to 
those prepared to pay most for them. With communication so wide 
open between the domestic and the international market, the funds 
could be distributed over a much larger area, so that domestic interest 
rates would be more directly linked to those abroad. A limited supply 
of Treasury bills would give the banks an optional investment outlet 
for all or part of their liquid funds, and oscillating interest rates might 
create the conditions of a more flexible manipulation of the discount 
rate. 

With the progress of integration among money markets, official 
controls themselves will surely have to assume forms compatible with 
the principle that a firm’s efficiency is measured by its profits; profits 
would thus fulfil the function of replacing human judgement, which 
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may be arbitrary, by the evidence of results. But results can be a 
meaningful indicator only when they are achieved in an institutional 
framework which ensures equality of conditions for all who compete 
with each other in the performance of a service of interest to the 
whole community. To this end, all banks must be subject to the same 
discipline, regardless of whether they are incorporated under public 
or private law. 

The controls exercised by the Bank of Italy are not, and should 
not be, like those to which the expenditures of the public adminis- 
tration are subject. A bank, whether it is public or private, must adapt 
its behaviour to changing market conditions; it must be free to grant 
or refuse credit to individual borrowers in the light either of a 
reasonable assessment of their credit-worthiness or of such guarantees 
as may be offered, or both. In the various current discussions on 
credit policy, one can often hear the criticism that the guarantees 
usually required by banks are allegedly excessive, and this is coupled 
with the recommendation that credit should be granted rather on the 
basis of the banks’ own judgement regarding the ability of the 
would-be borrower. But such judgements are human and, even if they 
are made with the greatest possible shrewdness, cannot, and must not 
be presumed to be infallible. To strive for infallibility in the banking 
business would end up in paralysis. 

It is part of our watchdog function over the banking system also 
to examine what sort of internal organization is best for sound 
business conduct. This we do methodically, and with great care set 
right any situation found to be wanting, especially if it is due to 
management coming up against the characteristic obstacles of econ- 
omically less developed areas. 

The abrogation of restrictions upon the activities of individual 
banks and the more direct intervention of foreign banks are 
intensifying competition in the banking sector, and this demands of 
the monetary authorities the creation of an institutional framework in 
which banking can be carried on in conditions of equality. In 
Germany and France, banks are free to set up branches without prior 
authorization; in Germany, both lending and borrowing rates are 
free; in France, lending rates. 

It is a condition of effective competition that bank managers 
should be chosen on no consideration other than their competence. 
In the case of public-law banks operating throughout the country 
these choices must be made by the government, which is answerable 
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therefore to Parliament, and they must not depend upon any prior 
agreement between the government and the regional, provincial or 
municipal authorities. Finally, there is a case for encouraging rotation 
in managing boards by regulations laying down maximum limits for 
directors’ terms of office. 

It will be up to Parliament to adapt the law governing the credit 
system to the conditions of wider competition within the European 
Economic Community. This appears even more urgent if, as may be 
hoped, the United Kingdom joins the Common Market, for Europe’s 
most efficient banking and insurance system would operate more 
directly in the Community. A uniform discipline for the banking 
profession is a thing to be introduced in steps, but in the meantime 
nothing must be done that is not in line with this end. 

The central bank will remain responsible for such changes in the 
structure of banking firms as may be necessary for the latter to hold 
their own in the face of increasingly direct competition with the 
banks of foreign countries, where mergers have taken place precisely 
with a view to enhanced efficiency. 


Monetary and Fiscal Policy 


At meetings of those who are responsible for monetary policy, 
two sorts of complaints are commonly heard: governments are not as 
quick as might be desired in adapting the volume of public expen- 
diture, and the methods by which they finance it, to the objectives of 
tendential balance-of-payments equilibrium and price stability; and 
the effectiveness of monetary policy measures is hampered in markets 
where funds are freely transferable. 

Fiscal policy has come more into the foreground as a result of 
recent experience in the United States, where the judicious tax cuts in 
the years since 1961 are now regarded as one of the factors which 
helped to promote and sustain expansion in conditions of satisfactory 
price stability. 

But this same example also teaches us that, when it is a question 
of restraining an incipient price rise, the instruments of fiscal policy 
do not work fast enough and therefore need to be supplemented by 
the typical measures of monetary policy. Moreover, the Americans do 
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not seem to have discovered a policy mix of fiscal and monetary 
measures such as to temper the harshness of the latter. The rate of 
increase in both long-term and short-term credit declined in the 
second half of 1966 to about one-third of what it had been during the 
first half of the year, with far-reaching effects on the capital and 
money markets of the rest of the world, for the resulting huge capital 
movements exercised heavy pressure on the currency reserves of more 
than one central bank. 

The discussions concerning the limits within which, in any 
particular case, it would have been expedient to contain the use of 
monetary policy measures confirm that the various forms of fiscal and 
monetary policy need to be considered not as mutually exclusive 
alternatives but as complementary to each other, both helping in 
different degrees to achieve the objectives set by parliaments. 

The analyses contained in our Annual Report this year do not 
hold out much hope of fiscal policy instruments being effectively used 
in Italy, as elsewhere, to regulate the economy. 

The total demand for credit on the part of the public adminis- 
tration and the autonomous government agencies to cover their 
deficits in 1967 is expected to be more than 3,000 billion lire. The 
requirements of the government itself and of the autonomous 
agencies can be deduced from their respective initial budget esti- 
mates, adding expenditure under special laws to be included 
subsequently in the revised budget estimates. The amount involved is 
about 2,000 billion lire; assuming that no changes occur in budgetary 
arrears and that no major expenditures are carried forward, this sum 
will be reflected in the Treasury’s cash budget. Local authorities must 
be expected to run up a total deficit no smaller than in 1966 (700-800 
billion lire). Recent official statements suggest, finally, that the admin- 
istrative budgets of the main social insurance funds will show a deficit 
of about 700 billion lire, of which some 500 billion or so will have to 
be financed by credit if we make allowance for presumable allocation 
to reserves; here again, actual requirements will depend upon the 
time lag between the administrative and the cash budget. 

Of the total requirements of 3,000 billion lire, at least 
1,200-1,300 billion will have to be financed by bonds issued by the 
Treasury and the autonomous agencies, under the terms of the 
legislation authorizing the corresponding expenditure. In addition, it 
may become necessary to cover also expenditure to launch the second 
five-year phase of the State Railways’ modernization programme, and 
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the Central Post Office Savings Fund may also make claims on the 
market should it be authorized to float direct bond issues. It is, of 
course, possible that not all the expenditures to be financed in these 
ways will actually be disbursed during the year; yet the full amount 
indicated will have to be raised on the capital market, because the 
government cannot include the expenditures concerned in its budget 
unless the funds for their coverage are actually at hand. 

The rigidities which hamstring fiscal and monetary policy alike 
derive not only from the accumulation of expenditure commitments 
on the part of the government, local authorities, social insurance 
funds and autonomous government agencies, but also from the size of 
the special credit institutes’ loan commitments in connection with 
such investment programmes of firms as are already in hand. Fur- 
thermore, we must add commitments for exports on deferred pay- 
ment terms in connection with plant construction abroad, which 
commitments will have to be honoured in the course of the next few 
years. We have tried, in our Report, to work out the total amount of 
expenditure commitments not liable to adjustment in the light of 
market conditions, and we have come to the conclusion that they put 
further constraints upon monetary policy. 

It remains to be added that the manipulation of tax rates and its 
effectiveness (leaving aside any reflection on the behaviour of tax- 
payers in meeting their tax liabilities) are subject to the existence of 
reasonable balance between the public sector’s revenue and expen- 
diture. When, as in our case, the total deficit of the government, the 
autonomous government agencies and local authorities keeps growing 
year by year, it is hard to see what leeway is left to fiscal policy, since 
the government is, and must be, for ever in search of new revenue, so 
as to diminish the gap which has to be filled by voluntary saving. 

Recognizing these limitations, we have made an effort to refine 
the instruments of monetary policy. An examination of the methods 
used in the control of bank liquidity shows the growing importance 
assumed by public debt operations and by bond operations carried 
out either directly by the Bank of Italy or by the banking system with 
monetary means released from time to time by the Bank of Italy. In 
view of the public sector’s growing deficit, which is not amenable to 
countercyclical co-ordination with the surpluses or deficits of the 
other sectors of the economy, the monetary authorities cannot 
regulate liquidity creation without altering the methods by which the 
public sector is financed. This involves increasing or decreasing the 
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portion of the deficit that is covered by monetary means and, as a 
supplementary measure, selling or buying securities. 

Among the autonomous factors which go to determine changes 
in bank liquidity, the most important in 1966 was the Treasury 
deficit, which created liquidity in an amount of 1,867 billion lire. The 
current surplus in the balance of payments expanded liquidity by 
another 867 billion lire; deducting capital movements the net 
liquidity-creating effect of the foreign sector works out at 418 billion 
lire. The other sectors absorbed 83 billion lire of bank liquidity. 

Public debt operations and open market operations by the Bank 
of Italy reabsorbed liquid funds in an amount of 1,368 billion lire, but 
other security operations, including security allocations to compulsory 
bank reserves, had a liquidity-creating effect of 666 billion lire, so 
that on balance the net effect was to reduce liquidity by 702 billion. 
Rediscounts and the Italian banking system’s foreign operations were 
of limited importance; the former created liquidity in an amount of 
172 billion lire, and the latter absorbed 182 billion. In all, allowing 
also for minor items, intervention by the monetary authorities last 
year reduced bank liquidity by 715 billion lire. 

The combined effect of the autonomous factors and of inter- 
vention by the monetary authorities was to increase the monetary 
base by 1,487 billion lire and, allowing for 806 billion absorbed by 
the public, to expand the banking system’s liquid funds in sufficient 
measure not only to finance the credit expansion described above 
(together with an increase in deposits which required 586 billion lire 
to be paid into compulsory reserves), but also to leave additional 
liquidity of 95 billion with the banks themselves. 

From one end of 1966 to the other, the public’s liquidity in- 
creased at a rate lower than in 1965, but considerably higher than the 
rate of increase of GNP at current prices. Stable prices and steady 
quotations induced private investors to take up more bonds than 
before, viz. 1,249 billion lire as against 723 billion in 1965. Never- 
theless, the banking system’s bond subscriptions rose in 1966 to 42 
per cent of deposits received in the course of the year, compared with 
36 per cent in 1965. 

It was one of the objectives of monetary policy to maintain 
interest rates on the capital market at a level consistent with the aim 
of encouraging investment. This had important implications for the 
choice of the channels through which the central bank injected liquid 
funds into the market or reabsorbed them. Operations in government 
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or government-guaranteed securities were on a large scale; this ap- 
plies equally to the Bank of Italy’s direct operations and to those 
transacted in increasingly close collaboration with the banks and 
more especially with the Central Institute of the Savings Banks. The 
Bank of Italy bought and sold paper of the kinds mentioned in an 
amount of close to 800 billion lire in 1966, and another 1,380 billion 
lire’s worth or so were turned over by the Central Institute of the 
Savings Banks. 

In formulating decisions of monetary policy account has been 
taken not only of changes in the supply of money and quasi-money, 
but of the whole spectrum of financial assets. This meant enhancing 
the effectiveness of the provisions which enable switches to be made 
between the various categories in response to the public’s auto- 
nomous preferences. In certain circumstances the public withdraws 
from the security market and puts its money into savings accounts; for 
this reason, it was decided, in the second half of 1965, to increase the 
flexibility of the market by freeing savings banks from the obligation 
to tie up the compulsory reserves required to cover an increase in 
savings deposits either in accounts with the Bank of Italy or in 
Treasury bills, and allowing them an option to purchase mortgage on 
agricultural paper instead. 

By encouraging investment in mortgage bonds, the monetary 
authorities influenced the pattern of investment. Thus, 559 billion 
lire was channelled to residential building, an amount far in excess of 
the last few year’s figures. 

The chances of success of a policy such as I have outlined 
depend upon the fulfilment of a number of conditions, among which 
I would emphasize two in particular. 

The first is the existence of an institutional framework suitably 
adapted to the development targets of our economic programme and 
immune from sudden incidental changes, for such changes might 
modify the propensity to save and the pattern of the use of savings in 
ways not susceptible of correction by monetary measures. In an open 
market, for example, certain amounts of savings might be transferred 
abroad regardless of their yields. 

The second condition is that the supply of public securities 
should not assume proportions such that they cannot be placed at 
interest rates compatible with our need to encourage investment. The 
mounting deficit in the public sector’s administrative budget makes it 
more likely that the cash deficit will also be much larger. In the event 
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of these requirements being covered by bond issues on the capital 
market, the sudden growth of the cash deficit would tend to depress 
bond prices. Any attempt to prevent a rise in interest rates might lead 
to the creation of more liquid assets than is compatible with price 
stability, with more immediate effects when the system is working at 
nearly full capacity. 

In other words, we cannot close our eyes to the fact that 
monetary policy, when asked to achieve contradictory purposes, ends 
up in a dilemma. The monetary authorities might refrain from inter- 
vention and let security prices slide; it would then become more 
difficult to place new issues, but in that case the monetary authorities 
might have to finance the public sector’s deficit directly and so to 
widen the monetary base. Should they decide, instead, to intervene in 
order to keep interest rates down, by subscribing to such portions of 
new issues as exceed demand at existing rates and by encouraging the 
banks to do the same on a large scale, the result would still be that 
these securities themselves would, in substance, become part of the 
monetary base. 

At present, a large proportion of the portfolio investment of the 
banking system is tied by the monetary authorities, and the bulk of 
free securities is owned by savings banks, which have an institutional 
bias toward this kind of asset. I would add that, in accordance with 
the directives of the Joint Ministerial Committee on Credit and 
Saving, the central bank stands ready to take resolute action, should 
the circumstances so require. There is reason to believe, therefore, 
that, in the short run, we shall escape the dilemma of having to 
choose between alternatives which would imply sacrificing the conti- 
nuity of our country’s development, but in the longer run, such 
continuity will necessarily require the fulfilment of the conditions I 
have mentioned. 

Preoccupations of much the same kind are evident, incidentally, 
in the European Economic Community’s medium-term economic 
programme, which member nations have accepted as a guideline. In 
it, there is explicit reference to imbalances connected with the 
pressures of public expenditure and expanding consumption, and a 
warning that without corrective fiscal, monetary and wages policies 


these pressures may compromise the Community’s projected overall 
growth rate. 
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The Problems and Responsibilities of an Open Economy 


Ten years have now passed since the creation of the European 
Economic Community and since the first satellites were launched into 
space. It is surely not without significance that an achievement which 
made it plain how far Western Europe lagged behind the great 
powers in technology should have coincided with the inauguration of 
a unifying effort by which alone Europe can hope to keep alive its 
contribution to world progress. 

When the European countries had to build up their economies 
again after the destruction of the last war, they did so partly in the 
spirit of the traditional principles of European civilization, principles 
which after their eclipse in the inter-war period had come to the fore 
again and the adoption of which, moreover, was being recommended 
from abroad, as, for example, the freeing of trade and payments, and 
partly, by the force of inertia, along lines reflecting the ideas of the 
thirties. 

The one great new departure, which was destined to call forth 
profound transformations, was the grand design of the unification of 
Europe, even though eventually it was put into effect on a more 
limited scale than had originally been intended. Formidable obstacles 
have had to be overcome so far, and assuredly the future will demand 
of us a responsible joint effort of all economic and social forces. 

Our economy’s reaction — spontaneous rather than organized - 
to the great opportunity of joining the European Common Market 
and, more generally, to the challenge of international competition has 
gained us many a prize of incontestable value. Between 1958, when 
the Treaty of Rome came into force, and 1966, our gross national 
product rose by more than half, at an annual rate which is among the 
highest in Western countries. More than a million jobs were created 
outside farming during the same period. Our export trade more than 
doubled, an achievement which far outstrips that of any other de- 
veloped country except Japan. Our share in the world’s trade in 
manufactures rose from 4 to 7 per cent, and the ratio of Italian to 
international export prices decreased at an annual average rate of 1.3 
per cent, as a result of the former falling by 0.4 and the latter rising 


by 0.9 per cent. I recall this record of past performance as a good 
omen for the future. 
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Forthcoming developments within the Common Market and its 
opening up in relation to the rest of the world raise certain problems 
of adjustment. In the face of these problems, the overriding task 
before us must surely be to do our utmost to raise productivity, in the 
economically backward areas no less than in the advanced ones. The 
approaching target dates leave little margins for delay in taking 
indispensable measures, and none at all for mistakes, such as the 
artificial creation of, or the overlapping of, production lines, which 
are doomed to failure in an integrated economy, with a resulting 
waste of real and financial resources. Whatever solution is adopted, it 
must be guided by our need to improve the mechanism by which the 
nation’s resources are put to the most productive use, in the 
knowledge that this is the only way in which a durable contribution 
can be made to the necessary development of our country’s economi- 
cally less advanced areas. 

There is a major task awaiting to be done, therefore, in co- 
ordinating the required transformations in line with programmes 
conceived on the national and regional scale. The tangle of legislative 
provisions and the organizational framework must never be allowed 
to weaken the all-important impulse to go ahead and do things; nor 
must we ever lose sight of the fact that if our economy is to assume a 
more industrial character, it must do so in the setting of an open 
market, which means that its industries must be highly competitive. 
In this connection, a warning must be given that the maintenance of 
competitive export prices hides cost increases which make inroads 
into the earning capacity of firms. 

What has been said in previous Reports remains as true as ever. 
The financial structure of firms in our country is at present less strong 
than it was in previous years, when it enabled us to secure a growing 
share of world trade. 

If we compare the capital structure of a group of the largest 
manufacturing companies in the European Economic Community, we 
see that the burden of debt lies heaviest on Italian companies. 

Over the three years 1963-1965, total debts corresponded to 57 
per cent of assets in the case of the Italian companies, compared with 
32 per cent in the Benelux countries, 39 per cent in Germany and 53 
per cent in France. The ratio of the firms’ own capital and reserves, 
including staff pension funds, to fixed assets was 1.7 in the Benelux 
countries, 1.4 in France and Germany, and 1.2 in Italy. 
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The flows of savings between the different sectors of our 
economy, as shown in our Annual Report, deserve careful consider- 
ation. Total formation of financial assets in the economy, including 
bank notes, deposits, securities and other credits, amounted to 3,650 
billion lire in 1961; in 1966 the figure was 6,500 billion lire, and of 
these 4,400 billion accrued to households. Magnitudes of this order 
impose a heavy responsibility on all of us to make sure that the wealth 
they measure is adequately employed to yield immediate or later re- 
turns. 

Another figure I want to draw attention to is the high pro- 
portion of savings absorbed by the public administration (2,115 
billion lire in 1966), though in pointing this out I do not want to join 
in the doubts it has become customary to express about the ability of 
the public administration to make productive use of the resources 
entrusted to it. Be that as it may, the figures of our Report make it 
clear that even some of the resources accruing to firms are so invested 
that they do not allow adequate depreciation and remuneration of 
capital. 

The new tariff reductions agreed at the conclusion of the 
Kennedy Round, which are more far-reaching than any that preceded 
them, place our economic system more, and more directly, in contact 
with the technologically most advanced countries of the world and 
force us to look for new industrial applications. Our economy must 
not draw its impulses exclusively from demand for traditional 
products; we cannot forgo the more ambitious aim of joining the big 
concerns which are now being formed on European scale with a view 
to pioneering the development of new products. 

When all is said and done, the way to raise per capita incomes in 
Italy closer to the level of those elsewhere in the European Com- 
munity is to increase the amount of capital investment per person 
employed and to accept the restrictions this implies in terms of the 
volume and composition of public expenditure, and in terms of 
taxation and of income distribution. 

The aim of the analyses contained in our Report has been to 
increase awareness of the forces which are transforming our society. 
Objective necessity imposes upon us certain adaptations, without 
which our productive forces would be prevented from giving of their 
best. 

The very range and speed of the changes we have witnessed in 
recent times and must expect in the future make the task of interpret- 
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ation harder, because there is always a danger that one may be talking 
of situations already overtaken by events, even in looking into the 
future. This is all the more reason why the dialogue between the 
groups that contribute to production is more needful than it has ever 
been before in our country, why it should be carried to yet higher 
levels and should become yet more active and frank. Let the new 
generations have their say, too, and let each group bring to this 
dialogue not only its own contribution of knowledge, but a determi- 


nation to temper its sectional claims for the sake of the common 
weal. 








Concluding Remarks for 1967 


It is not always that a review of economic and monetary trends 
can be kept within the brief space of a single year, or within the 
narrow limits of a single country’s territory. That is why my attempt 
to analyse and interpret those trends is going to lead me outside the 
limits of time to which this Report is supposed to conform, and also 
outside the geographical boundaries of Italy. 

The frontiers which separate the domestic from the international 
market are becoming blurred by the increasing integration of the 
various economies, even though recent events may appear to be 
interrupting the continuity of that process. I refer in particular to the 
restrictions on transferability of the dollar, as well as to the pro- 
gressive loosening of the monetary links between the countries which 
form the sterling area. 

World trade has greatly expanded during the past ten years; the 
growth rate of such trade, especially between the industrial countries, 
has remained consistently above that of production. This would not 
have been possible without the abolition of quotas, the lowering of 
tariffs, the multilateralisation of payments, the convertibility of 
currencies and the preservation of fixed exchange rates. Movements 
of capital have also been liberalised, although in lesser degree than 
exchanges of goods and services. These processes were fostered by the 
establishment of the European Economic Community. 

Once the convertibility of European currencies had been re- 
stored, towards the end of 1958, monetary authorities tried to ensure 
adequate creation of international liquidity. Evidence of this is to be 
found in the increases of International Monetary Fund quotas, in the 
General Arrangements to Borrow concluded with a view to providing 
that Fund with additional resources, and in the steady widening of 
the network of swaps between central banks. Finally, the Stockholm 
agreements, sanctioned by the Fund, provided for contingency 
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planning for reserve creation on the occurrence of certain conditions, 
which include better equilibrium in the external accounts of the 
reserve currency countries. 

During the period between 1950 and 1967 the world’s total 
monetary reserves grew from 49 to 73 billion dollars, that is by 50 per 
cent; at the same time, world imports grew almost fourfold, rising 
from 58 to over 200 billion dollars. The reserves of countries other 
than the United States increased by 140 per cent, from 24 to 58 
billion dollars; the gold component increased by 16 billion dollars, of 
which 6 billion reflected acquisition of newly-mined gold while 10 
billion originated from losses suffered by the United States. The total 
fiduciary component of those reserves increased by 18 billion dollars. 
Of this amount, 13 billion dollars consisted of convertible currencies, 
mostly dollars created by the deficit on the American balance of 
payments; the rest was in net IMF positions, partly reflecting indebt- 
edness of the United Kingdom. The growth rates of the various 
components diverged quite widely during the period under consider- 
ation; in particular, the foreign currency component increased, during 
the 1960s, eight times as much as gold. 

These figures appear to confirm, on the one hand, that the need 
for international liquidity has not become any less. On the other 
hand, they show that the growth of reserves mainly depended on the 
deficits of the United States and of the United Kingdom, that is on a 
process representing an element of weakness both in the system and 
in the position of those two countries. These two considerations have 
provided support for those who criticise the working of the inter- 
national monetary system, and for the proposed reforms. 

One condition for the proper working of the gold exchange 
standard is, of course, that the amount of gold held by the reserve 
centres shall increase in a certain proportion to the growth of their 
short-term liabilities. Another is that the supply of gold shall be 
enough to enable the other countries to maintain expansion of the 
gold component in their reserves at a pace commensurate with that of 
those reserves as a whole. During recent years, these two conditions 
have not been fulfilled; with gold scarce, the United States has 
become its residual supplier. 
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Gold and the Future of the International Monetary System 


Some critics of the United States’ economic policy attribute the 
present troubles of the international monetary system to the fact that 
the American authorities have, on the one hand, financed their 
country’s external deficit by issuing dollars, but on the other hand 
have kept the price of gold unchanged, thereby aggravating the 
shortage of that metal. Now, those critics say, the American auth- 
orities have in the end been forced to protect their reserves by 
keeping down the supply of dollars through a monetary policy 
tending to raise interest rates; they have also been compelled to adopt 
measures which restrict the import of goods and services, thereby 
harming the countries which would have exported them. The critics 
go on to conclude that it should be sufficient to increase the price of 
gold to solve all problems without deflation, without quotas or 
similar controls, and without open or concealed multiple exchange 
rates. 

It might appear that the correctness of this conclusion had been 
partly admitted when it was decided at Washington, in March, that a 
two-tier gold market should be set up, one for central banks dealing 
at the fixed price of 35 dollars per ounce, the other for the private 
sector, dealing at prices determined exclusively by demand and 
supply. 

Now it is quite true that the gold pool, from the time when it 
started in 1961 until 1965, did not cause the central banks operating 
it to suffer any loss of gold. But as long ago as in our Report for 1962, 
having realised that the London gold market performed no useful 
function from the monetary point of view, we pointed out how 
illogical it was to provide machinery which would satisfy without any 
limit the requirements of private hoarders and speculators, while 
efforts were being made to limit so far as possible the conversion of 
dollars into gold in dealings between central banks. We suggested 
that, in the quite near future, the central banks would find themselves 
confronted with a difficult choice. Should they continue selling gold 
to the market, thereby depleting their reserves and finally raising 
doubt about whether the price of 35 dollars per ounce could be 
sustained? or should they cease to sell gold, thereby indicating that 
speculative pressure had become so strong that the central banks were 
forced to abandon the market? At the present time, everybody knows 
what speculative movements followed the devaluation of sterling. 
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The net result was that the central banks lost gold to the extent of 
1,500 million dollars up to 31st December 1967, of 240 million 
dollars in the first two months of this year, and of a further 1,270 
million dollars in the first two weeks of March. 

At an earlier date, the Bank of Italy had suggested a two-tier 
gold system, which was to be done on the basis of suitable under- 
standings between central banks. Appropriate arrangements would 
have limited the possibility of gold leaking from the official circuit 
into the free market; and speculators would have been deprived of 
the floor price which safeguarded them, in any event, against capital 
loss. 

The Washington decisions, while meeting current needs, form 
part of the continuous process which has been reducing the monetary 
function of gold, first within individual economies and then on the 
international plane. Those decisions resulted from the need to 
prevent the outflow of gold from central banks into private hoards 
from becoming so great that the gold exchange standard would be 
transformed into a dollar standard. Central banks taking part in the 
agreement no longer feel it necessary to acquire gold, except in the 
course of transactions between themselves and other central banks. 
The result must be to keep the quantity of monetary gold virtually 
unchanged; and that in turn must reduce in due course the im- 
portance of gold as compared with the other reserve components. 

Nevertheless, the solution selected has restarted the argument 
about possible alternatives. Some critics argue that, since the price of 
gold has been kept unchanged ever since 1934, the metal has become 
too cheap in comparison with goods. This fact, they say, has progress- 
ively aggravated the shortage of gold; during recent years, it has also 
increased the inclination of central banks to switch their reserves into 
it. A uniform increase in the price of gold, they suggest, would in 
itself tend to reverse such behaviour; it would therefore be the best 
way to supply the market with international liquidity. 

But one upward revaluation of gold might well be regarded as 
merely the first of a series; it might tend to make people feel that a 
deficit, capable of being financed with smaller and smaller quantities 
of gold, could persist for an indefinite space of time. The truth is that 
those critics in the United States who advocate this solution are 
generally guided by considerations the opposite of those which in- 
spire supporters of the same proposal in Europe. The Americans who 
advocate an increase of the price for gold are expressing an opinion 
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widely held in their country. They favour this idea simply in order to 
release the United States from the constrictive need to redress their 
balance of payments. Yet the United States’ authorities responsible 
for monetary policy are quite conscious of that need. Thus, an 
increase in the price of gold would suit the book of some financiers 
on both sides of the Atlantic. These people want to expand the 
business done by their own institutions. That is why they favour an 
easy dollar policy, and they make this sound respectable by wrapping 
it up in talk about the virtues of gold. 

Other people propose to increase the price of gold in order to 
deprive the dollar of its function as a reserve currency, and to prevent 
it from financing the American deficit in future. The first step would 
be to revalue gold upwards enough to give the United States a gain in 
value, on their stocks of gold, which would enable them to buy back 
the whole of the dollars now included in the reserves of central 
banks. Thereafter, periodical upward revaluations of modest amount 
would suffice to meet the needs for additional liquidity. 

The use of gold as the only medium into which the foreign 
currencies held by central banks could be converted would not only 
mean abandoning the progressive policy implied in the Bretton 
Woods agreements. It would also mean returning to the pure gold 
standard which operated in former times. It certainly appears 
specious to make any distinction between the nineteenth century gold 
standard, based on internal convertibility, and the proposed new 
standard based on convertibility for external purposes. If there is to 
be a channel connecting the monetary circuit to the commercial 
circuit for gold, then the two forms of convertibility mean the same 
thing; if the export of capital is free, any resident who could not 
convert his own currency into gold at home could do so on any 
foreign market. 

To propose such a system merely in order to harm the countries 
which issue the reserve currencies is no responsible solution for one 
(and not the least) among the many domestic problems, and problems 
of international co-existence, which confront us at the present time. 

Apart from the immediate consequences of raising the price for 
gold to the extent suggested, it is not certain that the growing 
demand for monetary purposes could be met in the course of time 
through successive, periodical upward revaluations; these would, on 
the contrary, produce the perverse effect of encouraging private 
hoarders. In the course of competition between central banks and the 
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private sector to acquire gold the central banks would defend them- 
selves by raising the price, thereby causing everybody to expect that 
the price would be still further raised. In the long run, the stock of 
monetary gold would decrease. The only way in which the authorities 
could react to this would be through deflation, quotas and similar 
restrictions, exchange control, and finally by detaching their 
currencies from gold and going over to a system of completely free 
exchange rates. That indeed is a solution which some critics have 
immediately adopted. If that were done, they argue, international 
reserves would be no longer needed; the market’s function, namely to 
determine the price for each currency in terms of the others, would 
have been fully restored. The argument about whether there should 
be fixed or flexible rates of exchange is essentially about a question 
which has been incorrectly stated. If the choice were stated as being 
between stable and unstable rates of exchange, most people would at 
once conclude that the growth of world trade, and the international 
movement of capital for investment purposes, require that uncertainty 
shall be reduced to the minimum. In other words, they require stable 
rates of exchange. 

A further point is that the forward exchange markets have grown 
up under a system of fixed exchange rates; they could hardly function 
if there were free rates of exchange. This trouble, indeed, disappears 
if rates of exchange are regulated by central bank action. But in that 
event the central banks will again need reserves; in fact they will, if 
anything, need reserves greater than before. 

With a system of fixed exchange rates the opposite applies. The 
monetary authorities, by declaring their intention to defend the parity 
at a given level, render the market’s expectations less variable. The 
central banks prefer such a system not only because of its inter- 
national implications but also because of what it means on the 
domestic plane. The point is that, if rates of exchange are fixed, the 
authorities responsible for economic policy are under special com- 
pulsion to avoid price inflation, or to keep it down to the average 
international level. If there were no such external compulsion, and if 
sliding-scale wages were general within the country, there would be a 
stronger tendency for prices to rise, while the authorities would be 
less concerned to defend the currency’s purchasing power. 

Our position, to sum up, can be briefly stated as follows. 

Expansion of international trade must take place in conditions of 
freedom from quotas, and from other restrictions, and must be 
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assisted by progressive lowering of import duties. Payments must be 
made, under a multilateral system, in currencies which are freely 
convertible on the basis of fixed exchange rates. 

To this end, the existing reserves must be supplemented by new 
media created as result of decisions, to which each country shall 
contribute according to its importance in international trade. The 
international money supply must be capable of constant adjustment to 
accord with the growth of trade, and the reserves of international 
currency held by individual countries must contract and expand 
according to fluctuations in their balances of payments; but the 
sources from which that international currency originates, and spreads 
through the markets, ought not to be the mines from which a metal is 
extracted. The system must include effective incentives to ensure that 
imbalances shall be redressed without interrupting the growth of 
incomes and of world trade. It follows that the international liquidity, 
created multilaterally within the IMF and bilaterally through agree- 
ments between central banks, shall be of an amount sufficient to 
finance such transfers of capital as may take place between the various 
markets, particularly when speculative expectations might appear. 

The agreement on amendments to the IMF’s Articles of 
Agreement, as submitted for formal approval by the member 
countries last April, adopts several suggestions put forward by Italy. 
The reform provides that, besides the conditional credits previously 
available, there is to be a system of automatic credits described as 
special drawing rights. These will supplement central banks’ owned 
reserves and will be available for use, according to specified pro- 
cedures, on an even level with these reserves. The new reserve assets 
will be progressively incorporated in existing monetary reserves; it 
follows that the proportion of gold, dollars and sterling will decline. 

This reform does not solve all the problems. In particular, it 
does not solve those which originate from the instability still inherent 
in the gold exchange standard; this remains subject to pressures which 
may result from the conversion of sterling into dollars, of dollars into 
gold and, in general, of one reserve component into another. From 
that point of view we say, once again, that a common reserve policy 
needs to be worked out. It should coordinate the use made of the 
various reserve assets. A promising start has been made, on those 


lines, in the standards laid down for management of the special 
drawing rights. 
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The building up an international monetary system based on the 
exclusion of all privileged position requires alongside other aims such 
as a closer link between Eastern and Western Europe. One fact which 
limits expansion of trade between East European countries, and 
between them and West European countries, is that the relevant 
payments have been based, and continue to be based, on bilateral 
equilibrium. 

Italy’s trade with those countries, and in particular with the 
USSR, has been assisted through our granting of large loans; if the 
credits promised are added to those granted during the last four years, 
the resulting total is greater than that of the deposits in dollars, plus 
the certificates in dollars with a lira exchange guarantee, which we 
accumulated during the same period. But, whereas the credits granted 
to the USSR provide for redemption spread over a certain number of 
years and cannot be mobilised before maturity, those granted to the 
United States are sight assets which can be spent anywhere. It is 
therefore necessary to move forward, in the financing of trade with 
the USSR and with other East European markets, to systems based on 
claims which shall be wholly or partly transferable. If those countries 
joined the International Monetary Fund, this might quicken the 
movement in that direction. 

The reform of the IMF’s Articles of Agreement lays the foun- 
dations for progressively concentrating all monetary reserves in one 
institution within which the functions connected with regulating 
international liquidity might be more fully performed. Within its 
framework, it should be possible to effect the payments which would 
originate from expanding trade between countries that have the most 
widely differing political systems. In official quarters abroad, there 
has been talk of possibly establishing, at the International Monetary 
Fund, what are called conversion accounts. It would be possible to 
deposit on these accounts any balances in dollars, and possibly in 
sterling, which central banks might consider to exceed those which 
they required for operating in the foreign exchange market. 

We must aim at attaining this objective, while we remain fully 
aware of the obstacles which stand in the way of its attainment. Strong 
pressure groups resist the adopting of solutions based on common 
sense; they call for an increase in the price of gold, so that the resulting 
abundance of metallic reserves may release the monetary system from 
the constraints to which it is now subject. These people discuss 
about the true price, and the false or artificial price, the true price 





Concluding Remarks for 1967 227 


being the one which they would like to impose. Other people suggest 
a paper dollar carrying a gold guarantee; they appear to feel that on 
this basis there could be a continuous and unlimited supply of dollars, 
which would permit perpetual deficits “without tears”. 


The Crisis of the Reserves Currencies and the Responsibilities of the 
International Community 


During the last decade, the attitude of continental Europe 
towards the external deficits and the economic policy of the United 
States appears to have been influenced by considerations of two 
following kinds: the effects produced on the European economy by 
the afflux of dollars, and the American failure to apply the remedies 
adopted in Europe for dealing with a deficit on the balance of pay- 
ments. 

In the Report presented in 1966 we expressed our view that one 
reason for the concentration of foreign exchange reserves in the 
European Economic Community countries was that their central 
banks preferred to meet monetary base requirements through external 
rather than internal operations, while another lay in European savers’ 
marked preference for liquid assets. This explanation does contain an 
element of truth; but it disregards the fact that satisfaction of the 
demand for reserves was possible only because the United States 
increased the supply of money. 

It has been argued that the disequilibrium in the United States’ 
balance of payments caused, in Europe, an excess demand for goods 
and services coupled with adverse effects on the price level. But the 
United States’ balance of trade has been clearly in surplus, and it does 
not appear that Europe has suffered from any excess of investment 
due to afflux of American capital; the pull exerted on European 
demand would therefore seem to have been only indirect. Since the 
external surplus is reflected in an increase of the monetary base and of 
intemal liquidity, the threat to price stability would appear to have 
resulted precisely from this undesired expansion of the money supply. 
But, even if the logic of this reasoning were irrefutable, it is also true 
that the central banks of the surplus countries could have carried out 
offsetting operations. 
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Instead of that, the European central banks not only accepted 
the expansive effect resulting from the increase of their external 
assets, but actually reinforced that effect by increasing their domestic 
assets. They felt that by this means they must supply their economy 
with the liquidity required for maintaining economic growth at a high 
level, thereby implicitly admitting that they were prepared to pay for 
it by allowing a rise of prices. 

There is a further reason why some critics have been dissatisfied. 
It is that the United States have been able to escape the discipline to 
which European countries with deficits on their balance of payments 
have been subjected in the recent past. Even though the United States 
has had a large external deficit ever since 1958, it has continued to 
give priority in its economic policy to an increase of the degree of 
utilization of available production factors. In Europe, on the other 
hand, on the emergence of any external imbalance the responsible 
authorities have been afraid that it might become chronic, and that 
they would therefore be unable to maintain their declared parity of 
exchange. This has almost always led them to restrain domestic 
demand in good time, so as to redress the balance of payments, even 
at the cost of slowing down production. That was the policy pursued 
by Italy in 1963-64 and by Germany in 1965-66. 

In referring to those experiences we do not ignore the greater 
difficulties of the American problem. Those difficulties are partly due 
to the very fact that the deficit has lasted for so long, and this has 
accustomed the rest of the world to relying on a certain amount of 
demand for goods and services as well as on American investments in 
foreign countries. From the angle of domestic equilibrium inside the 
United States, the difficulties result, more particularly, from the 
extent to which real resources would have to be switched to increase 
exports. The difficulties arise from the fact that certain internal uses 
of resources, like those for the armed forces and for investment of a 
social character, display a rigidity which cannot be overcome without 
exercising fundamental options and without risks in aggravating the 
existing tensions. A further point is that the ratio of imports to the 
national income is rather low in the United States, while that of 
American imports to total world trade is relatively high. 

In the light of those rigidities, plus the fact that the American 
external deficit results from the current account surplus not being 
large enough to offset the export of capital, it is understandable that, 
when the authorities did finally try to eliminate that deficit, they 
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directed their actions to reducing total direct investments abroad or at 
least the burden of financing them. They switched that burden to 
European markets, thereby rendering more difficult the problem of 
how to maintain equilibrium in these. By so doing, however, they did 
make it possible to maintain total investment in our economies at a 
level which was probably higher than could have been attained if the 
contribution of American undertakings had been blocked. 

The demand for credit inside the United States, coupled with 
the restrictions introduced by the Federal Reserve System, have raised 
American interest rates and thereby attracted capital from the rest of 
the world. The mechanism through which changes in rates at New 
York spread to Europe, and through which American companies 
finance their needs abroad, has been provided by the Euro-dollar and 
Euro-bond issue markets. These compete with individual national 
markets for the supply of funds, and ultimately transmit to them the 
effect produced by the strains in the United States and by the 
measures adopted there. It must be borne in mind that, in terms of 
flows, each of the two largest European capital markets are equal to 
only one-eighth of the corresponding market in America. This clearly 
reveals why the consequences on European stability are particularly 
serious. 

In certain circumstances the sensitivity of the Euro-dollar 
market, and the order of magnitude of the operations taking place in 
it, increase the danger of disturbance for national banking systems. 
The consequences of transferring funds differ according to whether 
the foreign position of the banks in the country from which the funds 
are taken is in surplus, in balance or in deficit. In the first two cases 
the pressure is transmitted to the foreign parties concerned, thereby 
creating a possibility of bankruptcies; in the third case it also extends 
to the reserves of the central bank. In some countries there was a 
threat of a banking crisis due to transfers of such a kind on the 
devaluation of sterling. The central banks reacted with a coordinated 
policy, directed to guiding the flows of funds into the Euro-dollar 
market, and implemented it by a suitable combination of spot and 
forward transactions. 

We have thus stated the internal and international obstacles 
which stand in the way of restoring balances of payments to equi- 
librium. By so doing we do not imply the conclusion that the United 
States authorities ought to refrain from regulating the size of mon- 
etary demand in such a way as to set a limit to the extent and 
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persistence of the imbalance. In other circumstances, we believe we 
have produced evidence that the inflationary processes in Europe are 
largely due to factors inherent in the mechanism of current devel- 
opment where an incomes policy is rejected. But, if the United States 
continued to have a balance of payments deficit similar in size to that 
which they had during the second half of 1967, this might make it 
difficult to pursue autonomous monetary policies. 

There is a general feeling that the United States should be 
responsible for transferring to the rest of the world, in the form of 
government expenditure, aid and foreign investment, approximately 
1.5 per cent of their national income. This means that, in present 
circumstances, they ought to be exporting net real resources equi- 
valent to nearly 12 billion dollars per annum. We believe that the 
American economy is strong enough to meet that condition, and to 
restore the balance of payments to approximate equilibrium; we 
further believe that this can be done without any need for changing 
present currency parities, for recourse to multiple exchange rates, or 
for quotas and similar restrictions. But the extent of the improvement 
which the United States must achieve for that purpose in their 
external accounts, given the difficulties which we have just pointed 
out, is such that the necessary process of adjustment is bound to take 
rather a long time. An unduly abrupt reduction of American demand, 
even if it could be achieved, would impair the continuity of economic 
development not only in the United States but also in the rest of the 
world. From another point of view, if the United States refused to 
submit to discipline involved in the process of adjustment, the main- 
tenance of monetary convertibility at the present parities would make 
it inevitable, for the reasons mentioned, to reduce the volume of 
transfers to a size corresponding to that of the real exportable re- 
sources. 

In the absence of sufficiently strong action to contain domestic 
demand, an attempt could also be made to effect the adjustment by 
changing the parity of the dollar in relation to gold. But, in all 
probability, the other countries would change the gold parity of their 
currencies to the same extent, so that their rate of exchange with the 
dollar would remain unaltered. In that case it is difficult to see how 
the surplus countries could refuse to accept more dollars in their re- 
serves. 

If this conclusion were rejected, the impatience felt by many of 
us might lead to the adoption of one alternative solution which has 
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been considered. This would be to widen the spreads for the dollar 
quotation, as compared with the official parity, or simply to abolish 
those spreads and to make the dollar inconvertible. In that event, the 
EEC countries would find themselves facing a dilemma. Should they 
maintain the exchange rate for their own currencies unaltered, and 
accumulate dollars without limit? or should they allow their exchange 
rate to fluctuate according to demand and supply in a single market, 
or in two separate markets, one for current and the other for capital 
transactions? The EEC countries would, of course also, have to work 
out what the effect on the future state of the Community would be if 
they did not act all in the same way. 

Another solution contemplated is to tighten the economic and 
monetary links between the EEC countries, establishing rigid re- 
lationships between their currencies, which would fluctuate together 
in relation to each other. Since we are convinced that the economic 
progress of Italy is, and will continue to be, promoted by its taking 
part to the fullest possible extent in international trade, we do not 
believe, therefore, that substantial monetary autarchy, of a conti- 
nental European type, would be a good thing. 

If that solution were adopted, it would become more urgent to 
extend the economic frontiers of the European Economic Com- 
munity. There would also have to be stricter coordination of the 
latter’s economic and monetary policies which includes the criteria 
for determining the composition of reserves. Otherwise, there would 
be an increased tendency to form a dollar area, to which the countries 
now included in the sterling area would be attracted. 

A characteristic feature of the sterling area has been that it 
allowed multilateral settlement of payments between the member 
countries. A basic requirement for its proper functioning was, of 
course, that the members should keep all their reserves in the key 
currency. This condition is now no longer fulfilled. 

Those sterling countries which have a surplus no longer transfer 
dollars to the central reserves, but keep them; and the deficit 
countries, even when they have dollars in their reserves, finance their 
deficit in the first place by using sterling. It follows that the clearing 
process inside the sterling area cannot be carried out; the surpluses 
are not reflected in an increase of the Bank of England’s reserves, and 
the deficits reduce those reserves. A similar effect is of course pro- 
duced by sterling countries’ independent decision to change the 
composition of their own reserves. 
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In 1965, Italy drew the attention of the authorities responsible 
for international monetary policy to the need for preventing short- 
term capital movements, of a kind which might weaken sterling, from 
being added to the current deficits as they have in fact now been. We 
contemplated the possibility that sterling balances might have been 
converted into claims on the International Monetary Fund, which 
would have eliminated at least a part of the pressure on the sterling 
exchange. This proposal was partly adopted through the under- 
standings which were reached in 1966 within the framework of the 
Bank for International Settlements, and which are still in force. On 
the basis of those understandings, a group of central banks undertook 
to finance, at short term, a part of the decrease in sterling balances. 
Provision was made for recourse to the IMF if the need for financing 
should be prolonged for a greater space of time. These agreements 
enabled the Bank of England to finance almost the entire outflow of 
foreign exchange from its reserves during the summer. But even so, 
and notwithstanding the great effort put forth by way of international 
cooperation, sterling was devalued in November. 

The attitude to be assumed by the EEC governments to a change 
of the sterling parity had been defined in advance. They had re- 
affirmed the principle that the responsibility for the decision to 
defend the parity rested solely with the monetary authorities con- 
cerned and declared their readiness to supply the United Kingdom, if 
so requested, with adequate financial assistance through the IMF. 
They also made known the limit up to which they would not react if 
the British authorities, in the exercise of their sovereign right and 
after consultation within the Fund, should decide to change the 
pound’s parity. In the same connection, we drew attention to the 
possibility of taking steps to restrict imports, as permitted by the 
GATT and IMF rules, where there was a deficit on the balance of 
payments; we also called attention to the serious consequence which 
would result from a change of the parity unless the sterling balances 
had been at least partly stabilized. We were convinced that devalu- 
ation would certainly be followed by large transfers of funds, the 
effects of which would have spread from the market for foreign 
currencies to that for gold. 

That is exactly what happened. The crisis of sterling, which had 
contributed to that of gold, was in its turn aggravated by this latter. 
Widespread expectation of an increase in the price for gold caused 
holders of sterling balances to convert these into dollars, and then to 
exchange the dollars into gold. 
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The most serious effects were thus concentrated on sterling. 
That clearly indicates that, although this currency (in which large 
sums held by non-residents are still employed) continues to perform 
an important function in the settlement of international transactions, 
it does not seem able to maintain a reserve currency status com- 
parable to that which it used to have in the past. 

In the present world structure based on fixed rates of exchange, 
the devaluation of sterling further confirms that any change in the 
parity, especially of the more important currencies, and even though 
explicit provision is made for it by the IMF Articles of Agreement in 
the event of fundamental disequilibrium, is nevertheless a dramatic 
event. 

The change of parity cannot be regarded as a miraculous remedy, 
capable of eliminating the disequilibrium in the foreign accounts. It is 
often forgotten that release of internal resources in order to obtain an 
external surplus is practicable only if suitable policies are pursued; the 
fact is that foreign demand reacts rather slowly to the new parity, 
whereas price inflation may be immediately stimulated, and is then 
usually passed on to wages. Enquiries conducted in the United 
Kingdom indicate that the increase produced by devaluation in the 
competitive power of British goods is of the order of 6 or 7 per cent, 
and that this margin may be further narrowed. The energetic measures 
adopted by the British government in March, and recently sup- 
plemented by severe credit restriction, confirm that devalution is not a 
painless cure. 

During the period between the second and third sterling devalu- 
ations the growth of the British economy (at an average rate of 3 per 
cent per annum in real terms) was more than once interrupted by 
steps taken to restrict domestic demand, these having been rendered 
necessary by the frequent crises in the balance of payments. It is, of 
course, true that the short-term debts which the United Kingdom 
incurred as a result of the second world war imposed a heavy burden; 
it is also true that the balance of payments has to bear charges 
resulting from military expenditure, or otherwise connected with the 
discharge of international responsibilities. There is no doubt, 
however, that the troubles which have afflicted the British economy 
since the last war are attributable to more complex causes. Between 
1950 and 1966, the proportion of total fixed capital formation to 
income was appreciably lower than in the principal countries of 


continental Europe, and the productivity of the investments effected 
was relatively low. 
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It seems clear that, especially in modern industrial economies, 
the pace of development cannot be raised by simply increasing the 
proportion borne by investments to the gross national product; care 
must also be taken to ensure that they are productive. The setting of 
objectives in economic programmes cannot be divorced from the 
need to allow managements enough latitude in their decisions with 
regard to possible combinations of production factors; it also appears 
undeniable that such decisions produce greater effect when they 
conform to the pressure of market forces. It was these very consider- 
ations which led the Soviet Union, and the other countries of Eastern 
Europe, to embark on the path of economic reforms. But determi- 
nation of the proportions in which production factors are to be 
combined must not be hindered by practices which restrict the 
mobility of those factors. 

The problem of how to reshape the monetary relations between 
the United Kingdom and the rest of the sterling area involves the 
responsibility of the major industrial countries; but the responsibility 
for overcoming the difficulties which have for years afflicted the 
United Kingdom’s economy rests exclusively with the British auth- 
orities. The heavy task which they have to perform would indeed be 
eased if the uncertainty about the future relationship between the 
EEC and the United Kingdom could be removed; the persistent 
doubt about future British relations with the continent of Europe 
makes it difficult for British business executives to reach decisions 
with regard to investment. 

The EEC countries have made important contributions to the 
discussion about reform of the international monetary system. They 
did so both by urging the need to remove the causes of the 
disequilibria to which the gold exchange standard is exposed and by 
pointing out the ways in which those disequilibria could be elim- 
inated. It seems fair to conclude that, despite the divergences of view 
which have appeared, the elements of substantial agreement are 
stronger. The views of those people who believe that the new 
monetary system must be based on the creation of an international 
currency are not shared by all countries; yet the wealth of knowledge 
which has been acquired about the working of international money 
and capital markets has given rise to closer cooperation. While a 
process of radically reshaping international economic and monetary 
relations is going on, joint action by the monetary authorities has 
prevented interruptions in the growth of trade. Probably the very 
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extent to which links have been established between the different 
economies made it easier to achieve that result; there is also reason to 
believe that the unity already attained cannot be broken, even in face 


of the present monetary tensions. The expansion of world trade will 
continue to be rapid in 1968. 


The External Surplus and Internal Investments 


Italy’s contribution to the working of the international monetary 
system during the last few years has not been confined to taking part 
in the discussion about the reform of that system; we have also made 
some contribution through the management of our foreign assets. 

Our balance of payments returned to a state of surplus in April 
1964, and in the next four years the surplus totalled 3.7 billion 
dollars. Roughly one-third of that amount went abroad because our 
credit institutes were obliged to balance their foreign positions; these 
changed, as a whole, from a large deficit to a small credit balance. 
The effect was to put back into the international market a substantial 
part of the liquidity which had been withdrawn from that market by 
the balance of payment’s surplus. Thanks to the fact that Italian banks 
preferred to expand their assets rather than to repay liabilities, that 
helped to broaden the Euro-dollar market. It also enabled our 
banking system to play a more important role in the wide and highly 
competitive international market. 

The remainder of the surplus amounted to 2.6 billion dollars. It 
went into Italy’s official reserves. Two-fifths of the total was invested 
in gold, or certificates expressed in terms of gold and resulting from 
ordinary or special transactions with the IMF, or from transactions 
carried out within the framework of the General Arrangements to 
Borrow. The remaining three-fifths were used either to repay short- 
and long-term debts, chiefly through the repurchase of Italian se- 
curities, or to buy medium- and long-term securities issued by non- 
residents. 

Of our official foreign assets at the end of last March, 64 per 
cent consisted of gold or of assets carrying a gold guarantee, 9 per 
cent of assets carrying a lira guarantee, and 27 per cent of convertible 
currencies. The proportion of these to the total official reserves was 
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thus roughly the same as in Belgium and Germany, but far lower than 
the corresponding proportion in Japan, Sweden and Canada. Among 
the other countries in the Group of Ten, only France, the Nether- 
lands and Switzerland showed a lower proportion of convertible 
currencies to their total reserves than did Italy. In our case the 
convertible currencies, of which 86 per cent are dollars, form a liquid 
asset adequate to meet the working requirements of a country, like 
ours, whick does not aim at absolute preservation of its reserves, but 
admits that a part of these may be absorbed by deficits of the balance 
of payments if that becomes necessary in order to permit stronger 
stimulation of productive activity. 

The overall surplus of the balance of payments during the four 
years now considered was the result of a 7.7 billion dollar surplus on 
current account, and of a 4.0 billion dollar deficit on capital move- 
ments; these include credits granted to finance our exports of capital 
goods. 

It would, of course, be possible to pursue a policy of exporting 
enough capital to offset the whole of the surplus on current account. 
That policy would be absolutely valid as a means of restoring equi- 
librium in our international relationships. But from the domestic 
point of view, the policy must be judged in the light of the economic 
policy objectives which the state of the country requires. During 
1967, as in 1966, a certain outflow of capital resulted from the action 
taken to prevent the widespread upward tendency of interest rates 
from propagating to our market, because it would have checked the 
resumption of investment. Within these limits, the domestic require- 
ments coincided with the needs of international cooperation. One 
result of the policy so pursued was to halve the overall surplus on the 
balance of payments as compared with the previous year; the surplus 
amounted to 324 million, being equal to one-fifth of that on current 
account. 

Once coverage for any cyclical deficits has been ensured, there is 
a rapid decrease of the social and economic utility which a country 
obtains from successive increases of its exchange reserves. At the same 
time, there is a rise of corresponding costs to those members of the 
international community whose balances of payments are in deficit; 
and the expansion of world trade is restrained, with adverse effects on 
the development even of surplus countries. 

This raises the problem of determining how the responsible 
authorities ought to act in order to reduce, or to eliminate, the 
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surplus on current account. Therefore, we must look at the trend of 
the chief components in our foreign trade, and at the most important 
of the variables which determine them. 

The main feature during the 1950s and the first years of the 
present decade was a deficit on trade, and a slightly larger surplus on 
services and transfers combined. The appreciable surpluses on current 
account were formed mainly as a result of the gradual change from a 
deficit to a surplus on the balance of trade. Receipts from tourist 
trade and emigrants’ remittances continued to grow, these being 
consistently the two largest sources of net foreign exchange earnings. 
The former are one special form of service exports. They mainly 
depend on changes in the income of those who use such services, as 
was clearly shown by what took place in 1967, but are also affected 
by the competition of other countries which offer facilities for 
tourists. Emigrants’ remittances, on the other hand, result from our 
past history as a country exporting labour. 

Our exports of goods grew in 1967 by 8.3 per cent. This rate was 
lower than the 16.7 per cent achieved in the preceding three years; 
but it was nevertheless high if account is taken of the near recession 
in some of the principal countries with which Italy trades most. 

One condition for growth of our export trade is an appropriate 
increase of international demand; another is that our goods shall 
remain competitive. The first of these conditions cannot be influ- 
enced; but the medium term prospects cannot be pessimistic if all 
governments include economic growth and full employment among 
their objectives, even in differing orders of priority. Fulfillment of the 
second condition is assisted by entrepreneurs, by the trade unions, 
and indeed by the government itself through taxation, plus the 
provision of incentives and of better public services. The monetary 
authorities have special responsibility for defending the purchasing 
power of money. They would fail in their duty if they did not issue a 
warning that, within our European community, now on the point of 
abolishing all tariff barriers, it is essential to defend the competitive 
advantage which our producers have managed to establish. 

The external component is particularly important for the Italian 
economy because our exports are almost exclusively of manufactured 
goods. The opening of markets has been a constant aim of Italian 
economic policy since the war; it enables us to extend the limits that 
our economic development based mainly on manufacturing activity 
meets on the demand side. Expansion of manufacturing industry 
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implies an increase of employment and of productivity; it also starts a 
process which automatically sustains itself, and which extends to the 
tertiary sector. The demand for exports added to the domestic one, 
induced by the increase of total wages and salaries as well as encour- 
aging producers to avail themselves of economies of scale, further 
stimulates enterprises’ investment, as a result of which more advanced 
technological methods are introduced. 

That is, in brief, the development process which has operated in 
our country. It is thought necessary that this process shall continue in 
future years, so that the country may achieve the desired increase of 
income and of employment, even though this may entail more careful 
supervision and guidance of the process. These are required in order 
to prevent the emergence of new disequilibria, while gradually re- 
ducing and eliminating those which already exist. It would therefore 
appear that we must not expect, still less desire, any appreciable 
reduction of the surplus through the slowing down of our exports. 

The annual growth rate of Italian imports had been 4.2 per cent 
in the period-from 1964 to 1966. It rose to 12.9 per cent in 1967, in 
which year the national income increased by 5.9 per cent. This 
indicates that imports chiefly depend on domestic demand. 

The relationship indeed operates differently between the various 
kinds of goods. It operates immediately and constantly in the case of 
those, like raw materials and foodstuffs, for which the domestic 
supply is non-existent or highly inelastic. It operates unevenly in the 
case of manufactured goods, since the extent to which foreign pro- 
ducers satisfy domestic demand will appreciably grow only when, 
other things being equal, the residual potential domestic supply 
represented by unused Italian plant capacity is reduced beyond a 
certain limit. This applies especially to those products, particularly 
consumer goods, where in terms of quality our productive apparatus 
affords almost complete coverage of the domestic demand. The same 
cannot be said with regard to wide categories of capital goods, where 
our output is complementary to that of other economies, and there is 
therefore a more immediate relationship between domestic demand 
and imports. 

These considerations make it appear unlikely, in present circum- 
stances, that imports will spontaneously grow by so much more than 
exports as to absorb the surplus on current account within a short 
space of time. This suggests that it might be well to issue directives 
with a view to quickening that process, while at the same time 
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channelling it along lines more in consonance with our economy’s 
long-term objectives. 

If expansion of domestic demand is required for the purpose of 
increasing imports, the encouragement of that demand must not be 
indiscriminate. Taking into account the links between consumption 
and investment, encouragement must be directed especially to this 
latter, both because it is still the weakest component and because its 
growth will determine the future increase of supply. An economy 
which hopes to improve or at least maintain its position in a world of 
rapid economic progress cannot for very long limit investment activity 
solely to reorganising, or merely modernising, the productive ap- 
paratus in its present structure. 

In last year’s Report, we emphasized that the total amount of 
productive investments could not be regarded as sufficient, and that 
there was, in particular, a lack of new enterprise in the most advanced 
sectors; we also pointed out the need to speed up the creation of 
adequate economic and social infrastructures. Despite the improve- 
ments which took place in the course of 1967, these observations still 
remain valid. 

The inadequacy of total investments is confirmed by their pro- 
portion to the gross national income; it is true that this proportion 
resumed its rise in 1967, after three years of decline, but it was still 
below the level contemplated in the five-year economic Programme. 
It must be remembered that the surplus on current account results 
from the decrease in the propensity to invest; it does not result from 
an increase of the propensity to save, this having remained during 
recent years almost unchanged and in line with the Programme’s fore- 
casts. 

It is to be hoped that the increase of public and private in- 
vestment will be assisted by the information and consultation pro- 
cedures initiated within the framework of the Programme. It is also to 
be hoped that there will be better regulation of the public finances on 
the side of both revenue and expenditure. The specialisation which 
has been attained by various countries in the production of capital 
goods, and the links which have been established between those 
countries through foreign trade and international investment, have 
resulted in Italy gaining a place among the large contractors for, and 
exporters of, complex industrial plants and equipment. From another 
point of view, that specialisation suggests the possibility of producing 
more immediate effects with a view to absorbing the external surplus. 
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At the same time, those effects might accord better with the need to 
quicken growth by promoting the renewal of equipment in public 
departments, as well as in public and private research laboratories. This 
could be done by promoting imports of producer goods which are in a 
leading position, by reason of the technological advances embodied in 
them, while production of them by Italy is not at present contem- 
plated. 

Such a programme could be executed according to procedures 
tried out at earlier dates. The Ministry of the Treasury could ask the 
Italian Exchange Office for the necessary foreign exchange, and could 
pay for this with the proceeds of security issues taken by the Bank of 
Italy or by that Office itself. The foreign exchange would be lent to 
importers by an industrial credit institute on particularly easy terms. 
The goods should be bought wherever the advantages offered by the 
most advanced technological methods could be promptly obtained. 

Action to expand domestic demand must take account of the 
limits imposed by the course of prices and of costs. During 1967, as in 
the two preceding years, prices were maintained at a satisfactorily 
stable level. It was especially satisfactory in view of the fact that no 
small part of the increase in prices depended on heavier taxation and 
higher social insurance charges, plus the raising of controlled tariffs for 
certain services. 

A further point to bear in mind is that, even during the last three 
years when supply was enough to meet demand, apart from temporary 
shortage of a few farm products, prices on the whole increased by 
something between 2 and 3 per cent. 

Apart from the delayed effects of previous inflation, the upward 
tendency was encouraged, as it has been in all Western industrial 
economies, by the well-known imperfections of the markets for 
production factors and for products. These imperfections chiefly 
appear in two interdependent forms. One is the rigidity which, in those 
industries where productivity rises most, prevents the passing on 
(through price reductions) of the resulting gains, and the other is the 
general uniformity of wage and salary increases. If an incomes policy is 
not accepted, these tend to conform to the increases granted in the 
most advanced sectors, and they do so independently of differences in 
the rate at which productivity is advancing. 

At the beginning of 1968, the cost of living was also affected by 
the partial abolition of the rent control. Yet that abolition was needed, 
with all socially desirable safeguards, as a contribution towards re- 
storing normal conditions in the building sector. 
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A further point is that the recent increase of social insurance 
charges, in order to cover partially the pension increases, comes on 
top of the charges imposed in 1967 and places a further burden on 
the earning power of enterprises. 

In 1965 and 1966, there had been a tendency towards reduction 
of the labour cost per unit of output; and this had enabled producers 
to make good, at least in limited degree, the previous three years’ 
considerable rises in costs. Last year that tendency was reversed. In 
manufacturing industry, costs incurred per employee increased by 9.3 
per cent, or appreciably more than in 1966, while the increase of per 
capita productivity dropped from 9.2 per cent to less than half as 
much at 4.5 per cent. The increase in costs per employee includes the 
effect of the defiscalization of social charges; but, even if this had not 
been included, that increase would still have exceeded the rise of 
productivity. The considerable slowing down of the rise in this latter 
does partly reflect the cyclical trend inasmuch as the greatest rises 
coincide with the initial phases of upswings; but it was also due to the 
low level of total investment during recent years. The hard work done 
on internal reorganisation of enterprises enabled them, in part, to 
make good the slower rate of advance in productivity investment, but 
evidently that process is now coming up against limits. 

It would further appear, so far as some important industries like 
chemicals and textiles are concerned, that productivity gains during 
the next few years will be secured mainly by way of concentrating 
productive units — a process inseparable from new investments. 

The increase of labour costs, and the growing pressure of tax- 
ation, already slowed down overall profit formation in the course of 
1967. On the other hand, the extent to which productive capacities 
were employed, after having appreciably risen in the first part of the 
year, declined in its second half. The recovery in investment suffered 
some slowing down; this appeared, however, to be in course of being 
overcome in April. 


Formation and Use of Saving 


In previous Reports, we have indicated one respect in which 
Italian enterprises are worse off than those in other countries, namely 
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the high proportion of their debts to their equity capital. We pointed 
out what this meant in terms of limiting capital expenditure and 
reducing employment. 

This year we have looked at the matter from the angle of saving 
formation. Total saving, as already stated, has grown during recent 
years in accordance with the indications of the Programme. But, 
within the total amount, there have been profound changes in the 
proportions effected by the three major sectors into which the 
economic system is usually subdivided. 

In particular, as a result of developments which occurred chiefly 
during the four years 1962-65 and were corrected only in part during 
the next two years, net saving formation was concentrated largely in 
the households sector, so that the proportions formed by public 
authorities and by enterprises were lower than in other industrialised 
countries. At the same time, there was a reduction in the amount of 
saving which households apply to direct investments. 

The separation between centres of saving formation, on the one 
hand, and centres of decision about investment, on the other, became 
deeper. The institutional and fiscal conditions which limit both the 
inclination of companies to issue shares, and that of households to 
subscribe for them, prevent an adequate flow of equity capital from 
reaching enterprises, and so compel them to resort to borrowing. This 
produces two consequences. One is that enterprises ultimately find it 
more difficult to obtain finance; another is that they are becoming 
more hesitant about engaging in investments which entail innovation. 

The result is that the normal circuit of income (through its 
formation; its acquisition by households; and its return to productive 
enterprises, directly through consumption or indirectly through 
transfer of saving) is not completely closed. The excess of income 
produced over that used within the country ends up in a transfer of 
savings to foreign countries. The public authorities provide no ad- 
equate intervention, not because the amounts which they decide to 
spend are insufficient, but because of persistent delays in effecting 
expenditure, with consequences which were particularly serious in 
1967. 

Since a high proportion of saving is formed by households and 
since these, given the present state of our financial system, show 
marked preference for liquid assets or something similar, our aim is to 
perfect those mechanism through which households saving are now 
mostly transferred to users in the public and the private sector. 
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The fact is that, during 1967, the excess of households’ income 
over their expenditure on consumption and direct investment con- 
tinued to flow appreciably to the credit institutes. Households’ bank 
deposits increased by 1,872 billion lire. If those effected by the rest of 
the economy are added, the increase becomes 3,344 billion; the 
economy’s other liquid assets grew by 949 billion. The proportion 
consisting of notes and coin increased to an extent which conformed 
to the growth of income. 

The demand for funds, on the other hand, continued mainly to 
take the form of an increase in medium- and long-term debt. It gave 
rise, in particular, to the issue of public and private fixed-interest 
securities; the amount issued, after deduction of repayments, was 
2,826 billion in 1966 and 2,414 billion in 1967. The amount of these 
securities directly acquired by the public was 1,258 billion in the 
former year and 1,242 billion in the latter. The banking system thus 
continued to work hard, as an intermediary, on reconciling the forms 
of indebtedness preferred by the users of credit with the types of 
financial assets preferred by the public. 

In 1966, the Bank of Italy initiated a policy of direct inter- 
vention in the market for fixed-interest securities. Its object was to 
reduce the fluctuation of prices and so, in conditions of satisfactory 
monetary stability, to channel directly into private holdings a higher 
proportion of those securities than in the past. In its medium-term 
aspect, the policy is to absorb such securities as exceed the proportion 
which the public and the banks are prepared to hold; the short-term 
aspect is to provide bridging facilities to cover the gap between the 
time when the issuers need the funds and the time when the ultimate 
subscribers provide them. In the upshot, the net proportion borne by 
the public’s acquisition of long-term securities to the increase of 
deposits at banks and at the Post Office rose from 22.4 per cent in 
1965 to 36.2 per cent in 1966, and to 32.7 per cent in 1967. 

On the basis of the public expenditure planned for 1968, and of 
the requests for financing addressed to the special credit institutes, 
the gross total amount of fixed interest security issues contemplated 
for 1968 is about 4,500 billion lire. The net total can be put at 3,200 
billion, of which about 2,000 is for the public sector and the rest for 
the special credit institutes, enterprises, being financed by these latter, 
account for none of the contemplated issues. 

It would not be desirable, however, to increase total issues in 
1968 to more than 3,000 billion lire net. On the assumption that 
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income at constant prices increases by between 5 and 6 per cent, 
while implicit prices (for national income purposes) rise by between 
2.5 and 3.0 per cent, and the present central bank policy directed to 
stabilising security quotations is continued, the public may be 
expected to take securities totalling about 1,400 billion; notwith- 
standing the utmost effort by the banks to place them, it does not 
appear practicable to exceed this limit. 

On the assumptions just stated, and assuming that bank deposit 
rates remain unchanged, deposits at banks ought to grow by some- 
thing like 3,300 billion. If the assumed growth of income is accom- 
panied by an increase of about 12 per cent in fixed capital formation, 
the demand for credit in the form of bank lendings should remain 
stationary at around 2,500 billion lire. 

With allowance for the movement of the banks’ other assets 
such as their liquid funds, their obligatory reserves in cash and in 
Treasury bills, as well as of the liabilities other than deposits, and 
assuming that credit granted by the Bank of Italy or possibly by 
foreign lenders will expand by approximately 500 billion, it does not 
appear possible for the banking system to absorb an amount of 
fixed-interest securities greater than 1,200 billion, of which one-third 
would go into the obligatory reserve. 

Acquisition of securities by the Bank of Italy cannot be pushed 
up much above the remaining 400 billion. The monetary base, 
created by doing so, would form an addition to that which would 
result from credit directly granted to the banking system, plus 
approximately a further 400 billion which the public sector is 
expected to create. 

The net outcome of all this would be a monetary base creation 
to the extent of about 1,300 billion lire. This presupposes that the 
foreign component, resulting from the balance of payments, would be 
neutral; any contribution from that source would be offset by 
changes, in the opposite direction, in the creation due to domestic 
components. Action by the Bank of Italy to an extent greater than 
that contemplated would mean an excessive increase of bank 
liquidity. The result would be to impair control of credit expansion 
and of the system’s liquidity. 

Of the 1,300 billion monetary base, the total absorbed by the 
public may be put at about 800 billion, including, say, 400 billion in 
the form of notes and coin and the rest in that of deposits on postal 
account. The other 500 billion would remain at the banks’ disposal, a 
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part of which would be used as obligatory reserves, in cash and 
Treasury bills, while the residue would go to improve their liquidity 
position. 

These forecasts are greatly affected by the course of public 
expenditure. On the basis of the provisional report by the Ministers 
of the Budget and of the Treasury for 1968, and with allowance for 
other subsequent commitments, it has been assumed that the 
Treasury, the Central Post Office Savings Fund and the autonomous 
government agencies would incur a cash deficit totalling something 
between 1,600 and 1,700 billion lire, and the above-mentioned 
calculations have been made on that basis. It should be remembered, 
however, that forecasts on this subject are a matter of great difficulty, 
in particular due to uncertainty about when budget appropriations 
will be paid out and to the large arrears of expenditure outstanding. 
According to the provisional results, such arrears expanded in 1967 
by about 1,260 billion, half of which represented expenditure on 
capital account; the amount is reduced to 960 billion lire if loan 
repayments are excluded. The proportion between the arrears of 
expenditure outstanding at the end of 1967 and the initial estimates 
of expenditure for 1968 is about 50 per cent; wide variations in those 
arrears, besides affecting the supply of monetary base and public 
securities, may alter the flow of total demand, and may thereby 
disturb both income formation and the balance of payments. 

On another occasion, we mentioned the role, and even emphasi- 
sed its soundness, assigned in the Programme to public financial 
policy, understood as a means to promote growth of income, full 
employment of production factors and monetary stability. But the real 
situation in which we have to act remains profoundly different from 
that assumed, and displays contrasting aspects. Thus, on the one 
hand, provision has been made for expenditure commitments of such 
size that their full implementation would have raised the total indebt- 
edness of the public sector to levels incompatible with the main- 
tenance of monetary equilibrium; on the other hand, the faster 
collection of revenue, especially of that allocated for covering new 
expenditure, and the considerable delay in the effecting of this latter 
resulted in de facto conduct of the public finance during 1967 on such 
lines as to restrain domestic demand. 

The economic system could have stood greater public expen- 
diture; or alternatively, if less had been taken out by taxation, it could 
have generated proportionately greater expenditure on private ac- 
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count. This would not have given rise to any harmful strains. There 
would have been no such strains on real resources because, in the face 
of greater demand, the existing production capacities would have 
been employed, and the surplus on current account of the balance of 
payments would have been reduced. Nor would there have been 
harmful monetary tensions, because the creation of additional 
liquidity to finance the greater budget deficit would have been offset, 
at least in part, through smaller creation of liquidity for account of 
the foreign sector. 


Adaptation of the Credit System’s Structure to a Growing Economy 


We have described some aspects of the complex financial oper- 
ations by which the Bank of Italy promotes distribution of the credit 
flows between the various destinations on the lines laid down by the 
national economic Programme. The success of those operations de- 
pends on institutional factors. This is especially so in view of the fact 
that there may be large transfers of securities from the public to the 
banking system, and vice versa, while the placing of new issues, 
suitably spread out in course of time, will be assisted through direct 
action by the Bank of Italy. Our object is to adapt the banking 
system’s structure to the need for making regulation of the credit flow 
more effective, and for reducing the cost to the economy of the 
banks’ action as intermediaries. 

At the meeting of the Italian Bankers’ Association, I referred to 
the subject of the banks’ profit and loss accounts. At that time, we 
also initiated a discussion about possible improvements to be made in 
the system; we now propose to resume that discussion on the basis of 
information obtained during the last few months. 

In 1967, the gross income of banks, covered by monetary 
statistics, as well as of their central credit institutes, reached 2,334 
billion lire: 60 per cent came from ordinary lendings in lire and 
foreign currencies, 16 per cent from capital market operations and the 
rest from other activities. That income, apart from a proportion 
which results from relations between banks and with the Bank of 
Italy, means that a corresponding amount of expenses has to be borne 
by users of credit and of banking services, that is by producers, by 
public sector and to a small extent by non-residents. Against that 
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income, the banks had to spend 1,198 billion lire on direct pro- 
curement of funds, and 1,067 billion on overheads induding salaries. 
That left them profit amounting to 69 billion, or 3 per cent of the 
gross income. 

The overheads measure the value of the resources applied to 
rendering all kinds of banking services. That part of these expenses 
which could be attributed to the procuring and use of funds, that is 
after deduction of the part imputable to other banking services, 
equalled 2.33 per cent of the total funds administered and 3.36 per 
cent of the ordinary deposits. Comparisons with other countries 
convey meaning only in so far as institutional differences permit, but 
they do reveal that the proportions in Italy are among the highest. 

Fuller investigation shows that the cost in proportion to the 
funds administered tends to grow when the size of the institutes 
becomes smaller; in the case of the smallest institutes it is around 3 
per cent. But even among these latter there are some institutes which, 
with due regard for the special composition of their assets and their 
liabilities, show management costs which are rather low. These are 
the institutes where good use is made of offices and of staff. Even 
among the bigger institutes, on the other hand, while the ratio bet- 
ween funds administered and the number of offices is not sufficiently 
high, the burden of salaries and other management expenses tends to 
become excessive in relation to the total business done. 

In the light of these considerations, a policy directed to raising 
the efficiency of the system, while reducing the cost of its services as 
an intermediary, must aim at merging those smaller institutes where 
working expenses are too high. It also appears desirable to reorganise 
the existing network of offices, so that all parts of Italy may have the 
benefit of banking services adequate to their growth. The gaps which 
unfortunately still exist in some areas should be filled, while the 
redundancy in other should be eliminated. 

The cost of the banks’ action as intermediaries is high, and it 
tends to grow in line with the rapid expansion of the funds adminis- 
tered. This fact reduces the effectiveness of policies directed to 
controlling rates of interest, and flows of funds, through regulation of 
liquidity. 

The rates of interest charged for lendings cannot drop below the 
direct cost of deposits, plus the proportion of overheads attributable 
to lending operations. This proportion represents an amount greater 
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than the average cost, previously mentioned, the reason being that 
lending operations are more costly. In respect of the yield on se- 
curities held by the banks, and consequently of that on all securities, 
there is a similar limit; in their case, however, the burden of over- 
heads ought to be appreciably less than the average. 

The situation in these respects has, in point of fact, improved. 
Thus overheads grew by 21 per cent between 1965 and 1967, while 
there was an increase by 35 per cent in the funds administered. 
Among the overheads, the labour costs rose in the same period by 17 
per cent, but there are to be further increases this year on renewal of 
the collective contract for bank employees. 

It was thus possible for the expansion of the banks’ administered 
funds at a pace faster than that of the national income — a process 
linked, in its turn, with the size of the monetary base at the disposal 
of the economic system — to be accompanied by a slight decrease in 
lendig rates. These rates, for the whole of the banks’ lendings in lire 
and in foreign currencies, dropped from 7.27 per cent in 1965 to 7.12 
per cent in 1967. The reduction was in fact hindered by a rise in the 
direct cost of deposits and other funds, which had risen during the 
same period from 3.28 to 3.49 per cent. 

The course of the rates charged for ordinary lending operations 
was affected by the spread of subsidised credit. This was very greatly 
extended, and is continuing to expand at a pace appreciably greater 
than that of unsubsidised lending. In 1966, out of new credit totalling 
569 billion lire granted to industry and for purposes of public works, 
52 per cent had the benefit of interest rate subsidies; in 1967 out of 
new credit so granted to the extent of 886 billion, the proportion 
subsidised rose to 71 per cent. In the same year the average weighted 
cost of subsidised borrowing was 4.8 per cent in the case of projects 
located in Northern and Central Italy, while it was 3.7 per cent for 
those in the South; the overall average weighted cost was 4.4 per 
cent, being lower by approximately 4 percentage points than the 
average market rate. 

These trends also exerted a certain effect by way of reducing the 
degree of specialization from the two opposite directions. Subsidised 
credit, on the one hand, spread into the area of loans granted to 
provide working funds; outside the limits of that area, on the other 
hand, there was some extension of the banks’ activity. The only 
effective limit so far set to the supply of subsidised credit results from 


the amount of transfers appropriated to the budget for the provision 
of funds under the various headings. 
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The rise of deposit rates is partly due to the monetary auth- 
orities’ action on the market for fixed-interest securities, directed to 
stabilising the prices quoted for these so as to increase the proportion 
directly acquired by individuals. The switching of demand towards 
financial assets of such kinds caused the banks to raise their deposit 
rates so as to protect their share, as intermediaries, in the total flow of 
funds. The result was still a large increase both of deposits and of 
bank lendings, but also an increase in the direct cost of deposits. 

It therefore seems desirable to consider what changes we ought 
to make in the functioning of the banking system; the object would be 
to increase the latter’s ability to make use of its financial resources 
conform to the expansive and restrictive impulses emanating from the 
monetary authorities. 

The fact is that, in the absence of any true money market on 
which credit instruments can be bought and sold at an effectively 
variable price, our credit system is able to exert a real restrictive 
effect; but it appears less suited for transmitting stimulative action by 
activating the liquidity put into the system, and by an accompanying 
reduction of interest rates. 

Among the arrangements which we should propose to revise, 
with a view to achieving the objects mentioned, the first will be the 
obligatory reserve. The admitting of mortgage bonds and other 
securities for inclusion in the obligatory reserve has indeed already 
changed, on the one hand, the total income obtained from that 
reserve by the banks, and, on the other hand, the extent of its 
effectiveness as a means for quantitative control of credit. We feel 
that further changes in the obligatory reserve ought to be towards 
greater uniformity of the obligation for all the registered credit 
institutes. With the object of making the composition of the existing 
reserves more homogeneous, authority could also be given for the 
replacement of cash or Treasury bills, now included in the reserves, 
by securities which yield a higher return and which would be taken 
from the Bank of Italy’s holding. 

We feel that, apart from this revision, the government should be 
given the task of deciding whether and how to achieve effective 
separation between the yield on Treasury bills put into the obligatory 
reserve, and that on the Treasury bills in which a part of the banks’ 
available liquid funds is invested. At the same time the government 
should decide whether and how the official rate of discount on 
stockpiling bills is to be separated from that on ordinary bills. By this 
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means, it would be possible to maintain at a constant level both the 
overall return on the banks’ reserves and the cost, for the gov- 
ernment, of old stockpiling bills operations. It would further be 
possible to restore to changes of the discount rate the function of 
supporting the liquidity policy which the monetary authorities intend 
to pursue, as well as that of influencing bank interest rates in 
conformity with the Bank of Italy’s open-market operations in se- 
curities. 

With these objects in view, we do not, on the other hand, agree 
with the suggestion that there is any need to concentrate at the Bank 
of Italy that part of deposits, increasingly large, which results from 
excess liquidity held by public sector and similar entities, nor that 
part which originates within the credit system and takes the form of 
interbank balances. Both types of funds must remain within the 
banking system; they must contribute to the supply of funds, and the 
demand for them, and hence to the formation of interest rates. If 
these funds were taken away from the banks, that would reduce the 
possibility of creating an efficient money market. The immediate 
effect would be to induce disequilibria in certain institutes, or groups 
of institutes, and so compel the Bank of Italy to take compensatory 
action. 

The execution of the programme which we have just described, 
both the part providing for merger of banks and for territorial 
redistribution of their offices, and the part which relates to functional 
improvements in the system, requires adequate preparatory work. 
That work is now being done by the Bank of Italy. The main object is 
to provide better information, not only for the supervisory authorities 
but also for the credit institutes themselves, about the structure of the 
latter’s expenses and income and about the terms which they apply to 
their customers. This programme must be executed by degrees along 
the lines laid down. Every care must be taken to avoid disturbing the 
continuous working of the system; steps must also be taken to create 
new monetary and financial assets on a scale adequate to the needs of 
economic development. With this objective we shall seek the co- 
operation of the banks, and of their associations, because the higher 
the degree of consensus previously secured, the more fruitful the 
results will be. 

In a previous Report, we urged the need to maintain the divid- 
ing line between institutes providing credit at short and at long term. 
We emphazised that it was desirable to preserve a system in which the 
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transfer of savings, from the households which produce them to the 
enterprises which invest them, should take place through the banks’ 
acquiring securities of the special credit institutes, which make a pool 
of selected risks and obtain adequate security for the credits they 
grant. Experience confirms that such an arrangement has kept the 
credit institutes sufficiently protected against events which have af- 
fected some sectors of our economy. We must, however, say that we 
are concerned about some more serious setbacks, for instance in the 
textile industry. We must again ask ourselves why the general 
tendency to extend subsidised credit has stopped short of that in- 
dustry, which in our country is one of those most distressed and most 
in need of large-scale reorganisation. 

In the course of this Report, we have described the principles 
which guided the control of liquidity during 1967; having set as a 
target the stabilisation of prices for long-term securities, we left it to 
the market to obtain all the liquidity for which it felt a need, 
obtaining it on the terms laid down and through the channel selected 
by the central bank. The de facto reduction which took place during 
the year in the banks’ obligatory reserve ratio, because the fact that 
they exercised their option to deposit securities, correspondingly 
reduced their need for monetary base. For that reason, among others, 
the decrease in the contribution by the Treasury and the balance of 
payments to the creation of monetary base required only partial 
offsetting through central bank action. 

In these concluding remarks, we have said that we propose in 
1968 to continue placing at the economy’s disposal enough liquidity 
to ensure that the contemplated issues of fixed-interest securities can 
be absorbed at stable interest rates. We also stated that this is 
compatible with growth of bank lendings on a scale sufficient to 
finance production which will make it possible for income to grow, in 
conditions of satisfactory price stability, at the average long-term 
rate. 

We do not think it possible to expand total credit to an extent 
greater than that just indicated, because this would require the Bank 
of Italy to bring about a reduction of the long-term interest rate. 
While the pull exerted by higher foreign interest rates caused a large 
outflow of capital in 1967, any widening of the differential would 
cause our savers to make even greater use of opportunities for 
remunerative employment of funds abroad. 
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We must again point out that investments in foreign securities 
are effected not only on grounds of yield, but also because holders 
find it desirable to diversify their portfolios. Although our capital 
market is one of the largest in Europe, so far as size is concerned, it is 
poor both in institutes and in instruments; it therefore offers only a 
limited choice to people who wish to effect financial investments. 

The effects produced by the lack of variety in securities are 
aggravated by the system of taxing both company earnings and the 
part distributed in the form of dividends. The result is to increase the 
attraction exerted on Italian savings by capital markets which offer 
securities that embody features more pleasing to our investors. In the 
end, the Italian economy suffers seriously from this. There may be a 
further damaging effect on people who entrust their savings to 
foreign mutual investment funds; in many cases, the composition of 
these funds’ portfolios, and the quality of the securities contained in 
them, are far from conforming to the principles of correct man- 
agement. Italian savers are in this way deprived of protection, 
financing institutes are deprived of resources, and the productive 
system as a whole is deprived of the opportunity to offer greater 
employment; yet Italian capital helps to create such opportunities in 
foreign countries where a part of our labour force is employed. 

Compulsion will not serve to prevent capital from flowing out to 
foreign countries. If we believe in the need to maintain communi- 
cating links between economies, we must harmonise the legislation 
about securities and the rules about taxing investment income; we 
must broaden our market, both by increasing the number of com- 
panies whose securities are quoted on the stock exchange and by 
setting up the mutual investment funds to which we have repeatedly 
referred. We feel that the great public and private enterprises which 
enjoy subsidised credit should be required to offer a proportion of 
their shares for public subscription, and to apply for quotation of 
those shares on the stock exchange. This would not only widen the 
choice for those savers who wish to buy shares. It would also extend 
the range of people who participate in profits and risks inherent in 
the management of companies. In conformity with the spirit of the 
proposed legislation about stock exchange and companies it would 
also create the conditions required for the public to form sounder 
views. 

Besides these amendments, we have indicated others which are 
within the scope of our more direct responsibility. These must in the 
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long run benefit our economy, which is, on the whole, in a satis- 
factory state both internally and externally. According to our esti- 
mates, the total foreign assets held by the public and private sectors at 
the end of 1967 amounted to 16.1 billion dollars, and the corre- 
sponding liabilities to 9.7 billion dollars. The net surplus was thus 6.4 
billion dollars, of which 5.8 billion dollars were liquid assets. Despite 
Italy’s present favourable external position, the policy which we 
pursued during 1967 can be continued only within limits. This is in so 
far as the condition of international markets, the course of domestic 
production, our internal monetary trends and the state of our external 
accounts make it possible. 

Thanks to the continuous improvement in techniques of control 
the central bank’s room for manoeuvre is far from little. But, while 
the process of integrating Italy into the international economy makes 
such action more necessary, it also sets limits which cannot be 
overstepped without interrupting the process. Our most recent action 
has already run into obstacles greater than in 1967; yet we believe 
that the difficulties ahead of us can still be surmounted. This however 
is on condition that, in preparing the necessary reforms, one can 
avoid the fear of unforeseeable changes in institutes and taxation, or 
of interruptions in the programmed course of economic policy. 

This very day, the special drawing rights, and other amendments 
to certain provisions in the Bretton Woods agreements, will be 
approved. Italy, by promptly adhering, has given further proof of its 
zeal in the search for methods likely to safeguard the principles and 
the institutes of international cooperation, which powerfully con- 
tributed towards opening up new prospects, and promoting post-war 
economic reconstruction. 

We must at the same time realise that, with the passing of time, 
cracks in the harmonious edifice erected at Bretton Woods have 
increased in number. Suggestions are being made for undertaking, in 
what appeared to be the cornerstones of that edifice, changes which 
are not in all cases reasonable. Some of them would indeed render 
doubtful the stability of the structures then created. In marked 
contrast to their weakening, however, is the solidarity which in fact 
exists between the various countries at the level of enterprises, of 
financial groups, of living cultural forces and of technology. This 
interlocking process reduces the risk that we may have to travel 
backwards along the road of our former advance. I refer to the danger 
that the world may again experience that restrictive policy which led 
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to the fragmentation of economies, to inclinations for autarchy, and 
hence to enfeebling of the very idea that an integrated international 
community could be achieved. Nowadays, it must be admitted, even 
the strongest critics of the existing system hold views from which it is 
indeed possible to dissent, but which in every case assume the 
peaceful co-existence of the nations on terms of equality. 

Not only, therefore, do the conditions and results of productive 
activity appear generally reassuring but new forces and energies are in 
addition being released, although not indeed always in desirable 
forms. They are generated through the manifold and increasingly 
close relations between different countries finding their ultimate, 
life-giving elements in man’s capacity for invention and adaptation, as 
well as in the tenacity of mankind. 

These are the facts and the considerations which led me, on the 
aftermath of the devaluation of sterling while persisting difficulties 
beset the dollar, to proclaim my confidence in the flexibility and 
strength of the Italian economy. That, too, has a fund of new energy, 
constantly flowing in an abundant stream; at the same time it benefits 
from international cooperation, which continues and grows stronger. 

Thanks to the priority which will be assigned to modernising the 


administrative machinery which is a prerequisite for timely coordi- 
nation and guidance by the public authorities, Italy can confidently 
apply its powers to the tasks now essential for its progress. 
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In all Western industrial countries during 1968 the economy 
achieved a satisfactory rate of growth. For some years now, such 
growth has been impelled by the international integration of markets; 
this has afforded to a growing number of people greater possibilities 
of choice, both at home and abroad, for their investment, their 
consumption and their decisions concerning the places at which they 
are to work, to study, or to spend their leisure time. The great 
increase of the area open for the free exercise of options by business 
men, and the high degree of interdependence between economies, 
have not, however, been accompanied by an adequate reduction of 
divergencies in the economic policies pursued in the various 
countries. The differences between these policies are due to the fact 
that the countries’ institutional frameworks conform more slowly 
with the changes required by the successful linking of markets, or to 
particularistic views and attitudes. 

This has resulted in contrasts which have had a major impact on 
the international monetary system. The latter, having been protected 
during the year considered against speculative pressures on gold by 
the introduction of the two-tier market, was enabled to cope with 
emergencies through prompt decisions by the central banks. Its 
adaptability, which materialised chiefly in the channelling of ad- 
ditional credits to the places where they were most urgently needed, 
made it possible to preserve from serious impairments the ties be- 
tween the various economies. 

But over and above the solutions which made it possible to 
overcome sudden crises, the question of more radical changes in the 
international monetary system designed to adapt it more closely to 
the evolution of the world economy has been debated for some time 
now. 

The working of the present mechanism directly depends on the 
size and distribution of monetary reserves, on the degree of inter- 
national cooperation and on the nature of the disequilibria; it is 





256 BNL Quarterly Review 


adversely affected by divergencies between national policies of 
demand management, as well as between trends in unit costs of 
production, these being frequently less favourable in countries where 
the increase of productivity is slow. 

Over the years, the action of the above-mentioned variables has 
generated tensions in the system. Two different - but not necessarily 
mutually exclusive — ways have been proposed for eliminating these 
tensions: by gradually making fixed exchange rates less rigid, and by 
expanding international liquidity independently of the US deficit. 

Therefore, it is appropriate to examine the current debate about 
the exchange system, and then consider the effects of the position of 
the dollar on international monetary and financial relations. 


Fixed and Flexible Rates of Exchange, and Compromise Solutions 


No discussion about the alternative between fixed and flexible 
rates of exchange can disregard the useful function which the former 
have performed in promoting the restoration of orderly currency re- 
lationships in the world in accordance with the principles deliberately 
embodied in the Bretton Woods agreements. 

Whereas, in this connection, the views of the economists are 
usually contrasted with those of the bankers, it should not be for- 
gotten that authoritative representatives of the former have con- 
tributed substantially to the decisions whereby the international mon- 
etary system, after World War II, was based on the principle of fixed 
rates of exchange. The period which has since elapsed did, however, 
provide further experience. One factor of special importance for the 
problem under consideration was, for instance, the large transfers of 
funds between the different economies following the extension of 
currency convertibility. Another was the degree of inflation accepted 
by countries that are able, by virtue of their considerable economic 
importance, to produce extensive effects on a large part of the 
international community, and especially on the major industrialised 
countries. 

The opponents of fixed exchange rates readily admit that, given 
a great mobility of the production factors, such a mechanism affords 
the same advantages on the international plane as a single currency 
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does at the domestic level. But they point to the present rigidity of 
prices and costs to complain that, in the event of external imbalances, 
the adjustment is effected either through deflation or through dis- 
criminatory quantitative restrictions on imports. In their view, a 
fluctuating rate of exchange is preferable to the former alternative, 
because it entails smaller social costs, and to the latter because it does 
not hinder the growth of trade. They argue that, while restriction of 
trade in fact concentrates the entire adjustment on certain products, 
and in certain geographical directions alone, a flexible exchange rate 
distributes the effects at the margin over the entire range of imports 
and exports as well as over all the countries with which trade is con- 
ducted. 

But there is no denying that the introduction of flexible 
exchange rates does create uncertainty, and that the elimination of 
this uncertainty through forward exchange contracts does increase the 
cost of foreign transactions. The problem of such uncertainty is, in its 
turn, directly linked with speculators’ ability to act in a stabilising 
sense. This is especially so when there are unexpected changes in the 
overall level of prices and costs, or in any other variable which may 
affect the balance of payments. It does not seem unreasonable to 
assume that, since speculators have to form a view about what the 
fiscal and monetary authorities’ policies would be in the new con- 
ditions, their behaviour may produce a destabilising effect. Nor is it 
possible to rule out a snowballing process, in the sense that the 
perverse conduct of speculators may react on the decisions of the 
authorities responsible for economic policy. The initial effects of that 
conduct may indeed press or compel the authorities to adopt the very 
solutions — otherwise avoidable — that speculators had meant to cover 
against or to profit from. 

Other arguments for and against fixed rates of exchange are even 
less general in nature; they base the preference for one system or the 
other on the conditions in which the economy happens to be at a 
given time. It is said, for example, that in dealing with an external 
imbalance due to cyclical factors, a flexible exchange rate mechanism 
entails heavier social costs, because it requires a country to balance its 
resources and their uses in the short run. Because the process of 
reallocation is necessarily slow and difficult, a fixed exchange rate 
system which allows to cover the external deficits by drawing on 
reserves, and to rebuild the latter during the favourable phase of the 
cycle, will avoid useless reconversions of production plants. 





BNL Quarterly Review 


If a deficit on the balance of payments is due to a rise of 
domestic costs, the attitude taken by most central banks, but which 
only a few economists are prepared to endorse, is that the rigidity of 
the exchange rate may help to keep prices stable and to counteract 
inflationary tendencies; to its opponents, on the other hand, far from 
checking wage inflation, fixed rates of exchange appear to be a source 
of deflationary policies. Should cost inflation become irreversible, 
and the disequilibrium structural in character, the conclusions would 
be different; but even in that case, rather than let exchange rate 
fluctuations equate the country’s internal and external degrees of 
competitiveness, a more timely use of parity variations would appear 
preferable. 

When a surplus in the balance of payments is due to excess 
foreign demand because of inflationary tensions outside the country 
where domestic stability is instead maintained, the prevailing opinion 
is that a fluctuating rate of exchange would be more suitable than a 
fixed one. With fixed rates, the adjustment ought to take place 
through expansion of consumption and investment and therefore, 
given the continued pressure of external demand, through changes in 
the national income as well as in the level of wages and prices, 
changes which would necessarily entail the abandonment of internal 
stability. With flexible rates, on the other hand, the impact of foreign 
demand would be mitigated by the appreciation of the national 
currency. The same objectives could be attained by frequent, and 
possibly automatic, variations of the parity. 

From a comparison of the opposing arguments it would appear 
that stability of exchange rates, i.e. the absence of violent fluctu- 
ations, together with prompter recognition of the possible need for 
parity variations, constitute essential requisites for the proper working 
of the international economic system. While the theoretical argu- 
ments in favour of flexible exchange rates do not seem to prevail at 
all, it is not difficult to state arguments, even though they be of a 
non-analytical character, in favour of maintaining the present regime. 
On the one hand, a rigid rate of exchange unquestionably ensures the 
advantages of a single monetary system; on the other hand, it is 
undeniable that the conditions for its proper functioning are fulfilled 
only in part; but it is probable that the existence of fixed exchange 
rates, and the political determination to maintain the system based on 
these, are sufficient to create conditions suitable for a continuance of 
that system As a result of the fixed exchange rate system, every 
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country is able, through its economic policy, to communicate to the 
other countries inflationary or deflationary stresses proportionate to 
the imbalances in its foreign trade, as to its capacity for accumulating 
or loosing reserves; similarly, every country is exposed to the impulses 
which originate from the others. In present day conditions, this 
interplay leads, as a rule, to the acceptance of a moderate degree of 
inflation. This exchange rate system is thus the one most likely to 
bring about passive Coordination of economic policies, which rep- 
resents a start towards the active coordination which may follow at a 
subsequent stage of integration. If this is so, then fixed rates cannot 
be renounced by any community of states with integrated economies, 
or desirous of integrating them. That explains why those who believe 
in the possibility of fully realising the European Common Market 
favour abolishing the margins of fluctuation between the currencies in 
the area, even if all the conditions justifying such abolition - and 
including, for example, effective coordination of economic policies — 
have not yet been fulfilled. 

The adjustment of the parity in the event of fundamental 
disequilibrium, and also the widening of the band within which 
exchange rates can fluctuate, have been the subject of proposals for 
amendment. In the event of fundamental disequilibrium it is pro- 
posed that sudden adaptation, often of considerable extent, should be 
replaced by a series of small devaluations or revaluations at weekly, 
monthly or quarterly intervals; one advantage presented by the 
crawling-peg system, as compared with the present system, is that it 
would not entail any decision regarding the size of the total change, 
but would leave to time and to the market the task of determining it 
or of indicating it to the authorities. 

One characteristic of this mechanism is that it can wipe out, 
through appropriate differentials in short-term interest rates, the 
incentive for speculators to transfer their funds out of a currency 
which is depreciating into the currency which is appreciating. In 
order that the said differentials may be kept within the limits per- 
mitted by operational possibilities, the maximum variation of the 
parity in the course of a year ought not to be far from 2 per cent. This 
means that the adjustment process must necessarily become slow; the 
business sector’s confidence that the rate of exchange cannot be 
modified by more than is contemplated by the mechanism would 
depend on the existence of large monetary reserves. The system is not 
entirely safe against the danger of competing devaluations and retali- 
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ations. The authorities can intervene defensively or aggressively, 
within the margins of fluctuation, modifying the market’s behaviour 
through which the parity changes are determined. These changes, 
however, would be no longer open to objection if the principle were 
established that parity variations, which are moderate and therefore 
tolerable, do not call for retaliation, even if they are repeated. This 
means that, without adequate cooperation, not only the problem of 
increasing international liquidity, but also that of improving the 
adjustment mechanism, will be impossible to solve. The reequi- 
libration processes would, for example, be greatly facilitated by 
understandings, at the international level, about medium-term targets 
of economic policy; for each of the main industrial countries, it would 
be necessary to decide whether the current account should be balanced 
or in surplus, what the size should be of any surpluses in proportion to 
national income, and what direction would be preferable for capital 
flows. A greater degree of harmonisation is necessary, within the 
European Economic Community itself, if one considers that the rates 
of inflation within it are still far from uniform; consumer prices during 
the last three years have increased in differing degree, moderate in 
Germany and Italy but rather sustained in France, Belgium and the 
Netherlands, ranging on an annual basis from a minimum of 2 per cent 
in the first of these countries to a maximum of over 4 per cent in the 
last. The rate of price increase acceptable to public opinion also differs 
considerably between the five countries. 

The experience gained in 1968 and in the current year confirms 
that the cyclical wave coming from the United States has reper- 
cussions in Europe which are complicated by the diversity of national 
economic trends and by differences between the policies pursued with 
a view to countering those trends. It is, finally, the imprint of the big 
united country beyond the Atlantic which predominates, and this 
tends to create in Europe a feeling of impaired national identity; this 
applies both to individual countries and groupings of countries. 
Another result is a certain predisposition to loosening the links 
between the two sides of the Atlantic. 

Inside the East European countries, on the other hand, the 
interaction between economic development and international trade is 
coming to be more evidently recognised; in particular, the smaller 
countries have attained a stage of development which they would find 
hard to improve on unless the size of their markets is increased. 
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Within those economies, moreover, the conviction is increasingly 
gaining ground that international trade and its expansion depend on 
multilateral payment systems. All this evidence appears to suggest 
that the time is approaching when it will be appropriate to reconsider 
the whole structure of trade, and the framework within which this is 
conducted, with a view to extending the present institutions to 
include a wider circle of countries. 


The United States’ Balance of Payments, the Euro-Dollar Market and 
Interest Rates 


The United States’ balance of payments, notwithstanding the 
almost complete disappearance of the trade surplus, has shown, on a 
liquidity basis, the first small surplus for twelve years. This is un- 
doubtedly the salient feature of recent American trends, especially 
when it is borne in mind that last year the United States exported 
capital to the extent of 7 billion dollars, and effected unilateral 
transfers to that of 3 billion dollars, putting funds into international 
circulation to the total amount of 10 billion dollars. As the surplus on 
goods, services and income from abroad was only 2 billion dollars, 
equilibrium was restored by the considerable inflow of long-term 
capital, especially from Europe, induced both by higher yields and by 
anxieties of a political or fiscal nature; the said inflow mostly took the 
form of subscribing for shares, for ordinary and convertible bonds, 
and for units of mutual funds which invest their resources in Am- 
erican securities. Ultimately, therefore, the real resources for the 
benefit of countries to which the United States lent money, or 
granted aid, were provided by the rest of the world. They were in fact 
mainly supplied by three countries: Germany, Italy and Japan, which 
together contributed about 7 billion dollars. 

In last year’s Report, we said that the United States ought to 
have achieved surpluses on trade and services of a size sufficient to 
offset financial transfers in the form of government expenditure as 
well as of foreign aid and investments abroad. We added that the 
extent of the improvement needed on foreign transactions would 
seem to require that the relevant adjustment process should be spread 
over a rather long period of time; otherwise it would have resulted in 
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effects damaging to the maintenance of continued development in 
other countries. In point of fact, the methods by which, and the pace 
at which, the balance of payments was squared not only had a great 
impact on the European monetary and financial markets, but also led 
to indirect effects, as they induced the majority of European monetary 
authorities to adopt defensive measures. 

During the second half of 1968, as the Federal Reserve System’s 
policy became more restrictive, rates of interest in the United States 
showed exceptionally large increases. In spite of this, the demand for 
funds remained unabated; American enterprises sought to remedy the 
growing scarcity of credit either by direct recourse to foreign markets 
or by drawing on those credit lines which, in the light of the 
experience gained during 1966, they had previously obtained from 
banks. 

Part of the resources required for financing investments inside 
the United States were raised through the issue of convertible bonds 
on European markets, where the funds needed by American com- 
panies’ foreign affiliates were also obtained in accordance with the 
directives issued by the American authorities at the beginning of 
1968. Since domestic yields on primary bonds had risen above 7 per 
cent, such companies were able to cover their marginal requirements 
on the European markets, where they offered to pay a higher price 
for the money. Through the Euro-bond market the pressure on 
medium and long-term rates spread to Europe, whence it again 
bounced back across the Atlantic. 

Through activation of credit lines, plus the demand for new 
facilities, the pressure exerted by American enterprises in search of 
funds was concentrated on the large banks which operate in the 
money market. These banks could have sold part of their security 
holdings in order to obtain the funds required to meet the producers’ 
growing demand for credit; if they had done so on a large scale, 
however, not only would they have suffered losses on capital account 
because of the fall in security prices, but they would not in any case 
have avoided a reduction in their share of intermediation. When the 
rates tend to rise, the existence of a maximum limit on the rate paid 
for deposits prevents the banks from keeping those deposits which are 
most sensitive to the rate of interest. 

It happened in this phase of monetary restriction, just as it had 
in previous such phases, that the market for certificates of deposit 
contracted, with the result that funds were drained away from the 
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large banks, just when the demand for loans was strongest. In an 
effort to prevent the withdrawal of larger deposits, banks exper- 
imented with the issue of certificates of participation, attesting that 
their customers had directly financed borrowing enterprises; while 
from the formal point of view such certificates are not in the nature of 
deposits, and are therefore not subject to the restraints applying to 
these, in fact they assure their holders the same degree of security and 
liquidity as that afforded by deposits with banks. 

Faced with the persistent loss of deposits due to the rise in rates, 
the major American banks reacted by shifting their competition for 
funds outside the United States, thus avoiding Federal Reserve regu- 
lations. By this means, each bank was able not only to maintain, but 
actually to increase its share of intermediation by offering higher 
interest rates. This explains why the strongest push towards higher 
rates of interest on the Euro-market is attributable to the behaviour of 
the major American banks with branches in London; these branches 
transferred to their respective American parent banks cash to the 
amount of 2.7 billion dollars in 1968, and to an equal amount in the 
first three months of 1969. The rates of interest which they paid 
actually rose above 8 per cent, the excess cost by comparison with 
procurement of funds on the home market being only between 1 and 
1.5 percentage points. 

The size of the United States’ short-term dollar liabilities to 
non-residents, including Euro-dollar market liabilities, varies ac- 
cording to the outcome of the balance of payments, on liquidity basis, 
and to the transactions effected by central banks with the United 
States Treasury and with the Federal Reserve. Commercial banks’ 
operations do not affect the total amount of dollars available, but do 
affect the distribution of those dollars between the individual banks 
and between the various types of investment. The first consequence 
of absorbing Euro-dollars for use in the United States is to transfer 
non-residents’ deposits from the American banks which have no 
foreign branches to those which have branches in London. The 
American banks’ willingness to pay higher interest rates causes the 
commercial banks, in countries where domestic-currency liquidity is 
high, to convert increasingly large amounts into foreign currency for 
deposit with the American banks; the effect is to transfer dollars from 
the accounts of the central banks to those of the commercial banks, 
and from investment in United States government securities into bank 
deposits. In the last resort it may happen that the central banks will 
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have to replenish their liquid funds by engaging in swap transactions 
with the Federal Reserve System. 

The attraction of Euro-dollars into the United States reduces the 
gross size of the Euro-market, because the number of intermediate 
transfers between non-American banks is cut down. The net size of 
this market shrinks when United States residents withdraw funds, 
which they have deposited with European banks, in order to employ 
them in their own country. In so far as this happens, the United 
States’ balance of payments improves, and competition on the market 
for Euro-dollars becomes keener. 

The effects produced by the rise of rates on this market spread 
inside the individual European markets. Those banks which had 
suffered withdrawals of funds by customers, who wished to channel 
their liquid resources either into the Euro-dollar market or into the 
United States, raised the rates of interest paid on deposits. This 
especially happened in the Netherlands and Belgium, that is, in 
countries where the cross-flow of international funds is strongest. 
Since the banks with a balanced or deficit foreign position had to 
meet the excess of withdrawals over deposits by drawing on the funds 
held by their respective central banks, the consequence was that some 
of the latter found it necessary to raise their discount rates. Others, 
like the Bank of Italy, directed the banks to balance their surplus 
foreign position. 

In an attempt to reduce the sharpness of competition between 
American banks on the market for Euro-dollars, and hence the 
repercussions on individual European money markets, it has been 
suggested to the Federal Reserve that the latter should extend to 
funds transferred from the American banks’ foreign branches the 
same provisions as those which apply to deposits, such as the ceiling 
on the rate of interest and the obligatory reserves. 

The introduction of a moderate reserve ratio, however, would in 
all probability produce an effect opposite to that desired. Since the 
big banks feel more strongly the effect of a restrictive credit policy, 
the need to procure additional funds would maintain almost 
undiminished the incentive for them to raise such funds on the 
Euro-dollar market. The consequence would be similar to a reduction 
in the size of that market, inasmuch as the rates of interest there 
would tend further to rise. Consequently, any credit restrictions 
applied to American banks would ultimately affect both enterprises 
resident in the United States and non-residents as well. 
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In the event of the imposition of a ceiling on interest rates or of a 
very high percentage of obligatory reserves — even 100 per cent — the 
American banks might evade such measure, for instance by extending 
the issue of participation certificates from the home to the foreign 
market. The market for Euro-dollars would thus again prove a vehicle 
of monetary tensions. 

The question, therefore, is in what direction American rates of 
interest will move in the near future. The present state of inflation of 
the American economy, and the persistently heavy demand for credit, 
have caused the Federal Reserve System to raise the banks’ obligatory 
reserve percentage and also to raise its own discount rate, bringing 
this up to the record level of 6 per cent. The prevailing opinion is 
that rates of interest will remain very high, although the possibility is 
not ruled out that they may decline during the second half of the 
year. A factor which ought to contribute towards this result would be 
the Treasury surplus, anticipated on the assumption that the United 
States government’s tax proposals are approved. 

In these circumstances the question arises whether countries like 
Germany and Italy, where the authorities have pursued a policy of 
keeping interest rates stable at the cost of capital exports, can con- 
tinue to defend their present interest rate structure. We do not 
believe it possible in the long run to accept the kind of equilibrium in 
our external accounts that makes Italy a major supplier of capital to 
the rest of the world. Under a system of fixed exchange rates and 
relatively free capital movements, on the other hand, it is difficult to 
oppose the tendency towards an international levelling of interest 
rates. It would therefore seem that the answer must be found in closer 
international cooperation as well as better coordination of objectives. 
If there is no such harmonization, interest rate escalation becomes 


inevitable, with effects which are just as harmful as those resulting 
from an exchange rate war. 


The International Monetary System and Economic Integration 


The tensions caused by the American attraction of funds were 
accompanied, in 1968, by others endogenous to Europe. Transfers of 
short-term funds were increased by fear of parity changes, coupled 
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with fear that this or that currency might become unconvertible. Since 
confidence grows in proportion to the size of a country’s monetary 
reserves, there have been times when capital flowed towards countries 
with the highest reserves. The balance-of-payments deficits have 
indeed become an inverse function of the official reserves. The central 
banks short of liquid foreign assets therefore tried to protect their 
position by raising rates of interest, but in many cases their defensive 
action was frustrated by the violent waves of speculation. 

Awareness of the magnitude attained by international transfers of 
funds prompted by political fears, and awareness that no country’s 
reserves are sufficient when such transfers occur, constitute the basic 
reason why we suggested that short-term funds wandering because of 
speculative factors should be re-cycled and so contribute towards 
rebuilding the reserves impoverished by such transfers. We put this 
idea forward in November 1968, at the meeting of the Group of Ten in 
Bonn. We did so because we felt some apprehension that sudden 
crises, like the one which had caused that conference to be un- 
expectedly convened, might occur again. We felt that in this case it 
would be preferable to prepare, sufficiently in advance, a mechanism 
for the re-cycling of funds. We wish to repeat that any agreements on 
the re-cycling of funds would contribute only towards mitigating the 
consequences of capital transfers made in anticipation of parity 
changes. Such agreements cannot reduce the urgent need for decisions 
aimed at removing the causes of the said expectation. Suggestions from 
authoritative quarters have resulted in a better formulation of the 
proposal (which is still capable of further improvement), but divergent 
views on definitions have so far prevented a solution being agreed 
upon. 

Then came the crisis in the second week of May. The Euro- 
dollar market was violently disturbed, and the central banks of the 
United Kingdom, France, Belgium and the Netherlands sold on the 
market billions of dollars which were transferred to the Bundesbank’s 
accounts. The system of reciprocal aid did reduce the loss of reserves 
suffered by the countries which were in the greatest difficulty; we 
ourselves, although we suffered losses of reserves, did our part in 
providing such aid according to the understandings reached in Bonn. 

The rush to incur debt in the currencies most exposed to 
speculative attack caused a spectacular rise in interest rates. On some 
days, these reached 39 per cent on an annual basis. The one-month 
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forward premium of the lira on the dollar reached 6.72 per cent at 
the end of the week. One reason was that the Italian banks, wishing 
to acquire marks, bought large amounts of spot dollars and resold 
them forward against lire; another was the belief, entertained in some 
quarters, that the Italian currency would also be revalued. 

In that connection, if a general realignment of parities were 
envisaged, Italy’s attitude could only be that which has more than 
once been stated by the Minister of the Treasury. A condition for 
maintaining a high rate of growth in Italy is an increase of inter- 
national trade, both exports and imports, proportionately greater 
than that of income. Since the per capita income level is lower in Italy 
than in the majority of Western industrialized countries, reduction of 
the existing gap requires that Italy’s foreign trade shall increase by 
more than theirs. It follows that Italy could not accept any solution 
which would impair our ability to compete on international markets. 

If the United States continue to export capital and make uni- 
lateral transfers to the rest of the world to an extent greatly exceeding 
their surplus on goods and services, including income from abroad, it 
would be desirable to reach multilateral understandings on the most 
appropriate ways of financing the deficit. If settlements were made by 
increasing short-term liabilities towards the rest of the world, since 
these contribute to create international liquidity, it would cause 
increases in this liquidity beyond the control of the international 
community; if it were made by long-term capital imports, it would 
produce effects damaging to financial markets. In both cases, the 
equilibrium of the system would require other countries to export 
considerable amounts of real resources. At any rate, should the 
American deficit persist, it would be preferable that part of it should 
be financed with the intervention of the International Monetary 
Fund, and through short-term credit, or by a combination of both. 

The proper functioning of the international monetary system 
requires that the United States’ and the United Kingdom’s balances of 
payments be restored to equilibrium. That process, if it is to be 
carried out without dangerous deflationary developments, calls for 
immediate activation of the special drawing rights. It is desirable that 
the chief industrial countries should unite in reaching a decision on 
the subject this year. The amount to be activated should take into 
account not only the reduction of the free world’s monetary gold 
stock, but also the need to offset the destruction of liquidity due to 
the major industrial countries’ adjustment process. It should further 
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allow for the need gradually to replace the dollar in its function as a 
component of the industrial countries’ official reserves. 

A further improvement of the system could be the introduction 
of crawling-pegs, as previously mentioned. Nor should one rule out a 
greater flexibility of exchange rates between the two great monetary 
areas, the United States and Europe. This would be justified by the 
fact that the proportion of the external component to income in 
Europe would become, if not so small as it is in the United States, 
small enough to minimize the disadvantages of the system. Failing 
agreement on a solution, a system of flexible exchange rates as 
between the United States dollar and the rest of the world’s 
currencies could result from a unilateral decision. But this would 
mean a halt in the process of cooperation, from which the Western 
world’s economic development has derived great benefit, and a return 
to isolationistic policies, entailing unpredictable consequences. 

In Europe, any such system, if not preceded by agreements 
effectively increasing the degree of coordination between the econ- 
omies of the member countries of the European Economic Com- 
munity, might result in the disintegration of the latter. It would, 
moreover, become essential to seek solutions such as would permit 
the United Kingdom to join the Community; otherwise, the effect 
would be to push that country towards the American area, even if this 
were not considered a desirable alternative. 

We feel that this statement of the problems which now beset the 
international monetary system must not fail to mention a certain 
mental attitude, which transcends all debates of a technical character, 
and attacks the validity of the open economy which that system has 
helped to establish and strengthen. 

The high degree of integration between economies may cause 
tensions and disequilibria, and has in fact caused them during recent 
years. There are consequently some critics who contrast the vital - 
even if at times inconvenient - dynamism which this integration 
implies with the apparent stability of economies still largely confined 
within the limits of their national market, and linked with the outside 
world by agreements of a kind which the West abandoned more than 
twenty years ago. It is quite true that economies linked with each 
other through barter do not experience monetary crises. But, since 
such economies necessarily compress the area within which their 
citizens can exercise free options, they do experience more wounding 
crises. They are indeed exposed to pressures, and disturbances, 
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through which individuals try to gain wider scope for freedom of 
choice. 

There is a clear relationship between the domestic productive 
structure, the international trading system and the methods of its 
settlement. In systems ordered on bureaucratic lines, where initiative 
is killed by insufficient incentives and by frustrating controls, it 
becomes inevitable to sacrifice freedom of trade and payments in 
favour of bilateral agreements and clearings. 

In any case, it appears anachronistic that the values of more 
open interdependence between markets should sometimes be ques- 
tioned just at a time when the centrally directed economies are 
becoming aware of their backwardness and inefficiency, one reason 
for which is that they are sheltered from the pressure of external 
competition. To remedy the defects found, they are making great 
efforts to adapt their internal structure, these efforts being greatly 
hindered by the lack of managerial talent to interpret the behaviour 
of the markets, and to take the consequent decisions in good time. 

Those experiences are also significant for a country like Italy, 
which has a mixed economy, where public initiative is accompanied 
by a keen spirit of private enterprise. They in fact confirm the need to 
preserve a market based on working competition, in the sense that it 
is able to test individual capacities, to determine whether the results 
of production are economical, and to eliminate inefficiency. But it is 
also essential to safeguard the progress achieved towards international 
integration of markets. Since the economic environment is often 
conditioned by great concentrations of production in the private and 
public sector, by sometimes excessive development of tertiary ac- 
tivities, and by a tendency towards concealed unemployment lurking 
in administrative positions, the stimulating effects of the market 
largely depend on its firm integration in the world economy. The 
advantages of this link do not lie only in the benefits of specialisation, 
or in the support that external demand provides for domestic pro- 
duction, but also in the fact that active trade with the rest of the 
world directly and indirectly erodes positions of privilege as well as of 
inefficiency. 

The commitment to eliminate the waste resulting not only from 
a distorted use of resources, but also from failure to reach realistic 
production targets, transcends the customary distinction between the 
public and the private sector. It applies both to the working of the 
government machine, in its administrative and entrepreneurial roles, 





270 BNL Quarterly Review 


and to that of the economic system regarded as a whole. On the other 
hand, this commitment, and the task of identifying those basic re- 
quirements for a country’s social advancement that the market mech- 
anism is not in a position to ascertain, represents the essential 
significance of a programme where consistency in the choice of 
objectives is accompanied by a realistic evaluation of the instruments 
that can be used. 

The co-existence of public and private enterprises in Italy has 
been accompanied by progress which has placed our economy among 
those industrially advanced, and has enabled it to stand the severe test 
of international competition. The transformation of the country, 
however, has raised new problems which relate both to its general 
progress and to full development of its productive capacities. Since 
economic facts are changeable, it should not be surprising if the 
relationship between public and private enterprises changes from 
being antagonistic to being cooperative, and vice versa. But it remains 
in any case essential that both the public and private sector shall 
accept the challenge of external competitive pressure, shall take due 
account of the Plan’s indications and priorities, and shall at the same 
time derive from the market mechanism the indications which it is 
especially well equipped to provide, being the centre where a great 
many independent and decentralised decisions converge for confron- 
tation. Within this institutional framework, our country’s deliberate 
action in opting for an open economy raises awkward problems in 
connection with financial markets and the banking system. Let us 
now look at some recent aspects of these problems. 


The Export of Italian Capital, the Efficiency of the Capital Market 
and of the Banks 


In a year in which short- and long-term rates of interest abroad 
reached heights unprecedented in recent history, it was inevitable 
that the forces of attraction should more strongly affect a system like 
ours, which combines lower interest rates with a limited range of 
credit instruments, some of which compare unfavourably with their 
foreign counterparts. The volume of capital exports, and the disputes 
which have arisen on the subject, cause us to devote to this matter a 
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part of this report, beginning from the trend of our accounts with the 
rest of the world in the medium period. 

In the five-year period 1964 to 1968, the Italian balance of 
payments was characterised by current account surpluses, largely due 
to the fact that exports grew faster than imports. In the period under 
consideration, the former increased at an annual rate of 16.5 per cent, 
and the latter at one of 8.6 per cent. The surplus of 9,200 million 
dollars on current account was absorbed by capital movements to 
the extent of 4,400 million. The financing of exports on deferred 
payment terms, plus credits granted to developing countries ac- 
counted for 2,300 million of the outflow. Italy’s direct investments 
abroad, and foreigners’ direct investments in Italy, yielded a net 
surplus of 1,200 million dollars; roughly 60 per cent of the foreign 
capital invested in Italy is made up by equity participations in Italian 
enterprises, while barely 12 per cent of the Italian capital which 
emigrated represents equity participation in enterprises abroad. The 
remaining capital outflow amounted to 3,300 million dollars, roughly 
two-thirds of which consisted in bank notes used for investments 
abroad. Net of minor items, the overall balance of payments showed a 
4,000 million dollar surplus; of this amount approximately half ac- 
crued to banks, whose foreign position swung from net liabilities of 
1,254 million to net assets of 723 million; the other half was acquired 
by the Italian Exchange Office and the Bank of Italy. 

In last year’s Report, having found that the performance of the 
public sector in 1967 was one factor which damped domestic de- 
mand, we concluded that an expansionary policy was justified in 1968 
by, inter alia, the adequate level attained by reserves and by the 
substantial surplus on current account. At the same time, we again 
pointed out the disadvantages resulting, on the one hand, from 
excessive expansion of budgeted expenditure, and on the other from 
the fact that the latter is not followed by a pace of cash expenditure 
appropriate to the phase of the business cycle. In July, the gov- 
ernment announced a set of measures designed not only to speed up 
income growth, but also to promote a different distribution of re- 
sources between home and abroad. Since an increase in production 
had to be accompanied by an even faster growth of domestic demand, 
and hence by an expansion of imports greater than that of exports, 
the ultimate effect would have been to reduce the surplus on current 
account. The forecasts for 1969, drawn up shortly after these 
measures had been adopted, indicated that exports of goods and 





272 BNL Quarterly Review 


services would increase by 7.2 per cent and imports by 15.3 per cent; 
the balance-of-payments outcome would still be favourable, provided 
that capital exports were kept below 1,600 million dollars, this being 
the presumable order of magnitude of the surplus on current account. 

On Savings Day, we emphasized that attainment of the objec- 
tives described above would not cause any strains on the external 
accounts, provided that the causes stimulating the outflow of capital, 
such as the fiscal disincentives and the shortage of financial instru- 
ments, were eliminated. The introduction into Italian legislation of 
small investor’s shares and of mutual investment funds, together with 
the application to both of a tax treatment similar to that prevailing in 
the markets with which Italy has more direct contacts, appeared - 
and still appears — to constitute a necessary condition for reducing the 
outflow of domestic savings. 

It is well known that this condition has not yet been fulfilled. 
The fiscal disincentives with regard to equity capital have impaired 
the efficiency of the capital market, increased enterprises’ recourse to 
borrowing and caused distortion in their capital structure, probably 
tending to lower the volume and the quality of productive invest- 
ments. At the same time, because of the increase in the number of 
households having monetary incomes which could be spent in part to 
purchase securities, the dissociation has further increased between the 
formation and the final investment of savings. 

Our inquiries have enabled us to determine the extent of the 
changes induced by economic progress in the size of households’ 
capital assets, and in the diversification of the ways for employing 
them: the public’s acquisition of financial assets (notes, deposits and 
securities) basically depends not only on the amount and composition 
of financial wealth but also on the trend of income, prices and interest 
rates. Such acquisition is also strongly influenced by the possibility of 
choice between types of assets having different characteristics, and by 
the related possibilities of gain or loss on capital account; when the 
national market is unable to offer shares of a kind which will satisfy 
savers’ preferences, it is inevitable, in a regime of open economies, 
that such securities will be acquired abroad. 

The reform of the tax system as well as that of company law 
and the setting up of Italian mutual investment funds are proving 
unexpectedly and damagingly slow. Meanwhile, increasingly well 
equipped organisations have been offering to medium and small 
savers, even in our economically less advanced regions, types of 
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financial investment which are more appealing to them, or have in all 
events been rendered more attractive by a promotional drive which is 
both massive and widely ramified. The shift from traditional forms of 
saving to these forms of investment occurred because the measures 
which the government had introduced in Parliament as far back as 
September 1964 have still not been taken. 

The country’s interest in fact requires rapid approval not only of 
the civil and fiscal law concerning Italian mutual funds, but also of 
the company law reform. The success of such mutual funds will 
largely depend on the tax treatment which will apply to them and to 
holders of their units; in this context, we would like to repeat our 
conviction that the taxable income of a fund should include neither 
capital gains nor the proceeds from the sale of option rights, and that 
the individual holder should be allowed to choose between paying 
dividend tax outright or disclosing his holdings to the tax authorities, 
in which case he would enjoy a tax credit when assessed to personal 
income tax. 

In order that the mutual funds may lastingly perform their useful 
function for the benefit of the domestic market, it is necessary not 
only to ensure a wider range of Italian securities to choose from, but 
also that companies shall be willing to finance their requirements by 
issuing shares. Both objects can be served by skilful fiscal policy, 
allowing concessions to those companies which apply for a stock 
exchange quotation, and lightening the heavy charges which fall on 
risk capital. In addition, the mutual funds’ willingness to include 
Italian securities in their portfolios will be encouraged by a reform of 
joint stock company legislation requiring companies to provide more 
comprehensive information, and better delimiting the powers of the 
supervisory bodies. 

The series continues of big company meetings which are de- 
serted by shareholders and controlled by concentrated holdings of 
proxies. The series is only interrupted by occasional episodes, due 
to essentially emotional causes and to the lack of sufficient infor- 
mation. The operations which result in changing the composition of 
controlling groups take place without any rules ensuring publicity for 
them; this renders management policy uncertain, and ultimately im- 
pairs the prospects for investors. The imperfect rules concerning 
company records, within the inadequate framework of regulations in 
force, make it possible to misuse cross holdings; this unnaturally alters 
the balance of business groups. 
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As the regulations concerning the capital market have not been 
adjusted, notwithstanding the profound changes which have taken 
place in our economy, the credit institutions’ urge to look for adap- 
tations likely to make good the defects of legislation, has increased. 
Thus, for example, the size attained by foreign exchange dealings 
calls for the organisation of an efficient market in forward lire. But, 
because of the high taxation on swap contracts, that market has been 
established abroad, the result being that the Italian fiscal authorities 
are deprived of receipts, and it is the foreign banks that are the 
gainers. 

Pending legislation which will permit the formation of mutual 
funds in Italy too, and in view of the growing penetration by placers 
of foreign securities, we deemed it proper to allow the Italian banks 
to enter the market, taking part not only in issuing syndicates but also 
in the management of foreign mutual funds, and in the placement of 
units of these with Italian and foreign savers. In this way, the 
destination of Italian capital, if only within certain limits, is decided 
with the participation of Italian banks. It may be added that the 
presence of the latter in the management of mutual funds may 
promote, and indeed has promoted, investment in shares of Italian 
companies. Finally, the placement through Italian banks occurs 
subject to observance of the rules in force in our country; any foreign 
securities so placed are in fact lodged on deposit in accordance with 
those rules. It should be observed, however, that more often than not 
such securities are units of growth funds, that is, funds which do not 
distribute dividends. 

Euro-bond issues handled by Italian banks in 1968 totalled 271 
million dollars, against 221 million in the previous year; of the total 
amount 176 million was placed with residents, and 79 million with 
non-residents, while the small residual balance went into banks’ 
portfolios. Owing to the great expansion of Euro-bond issues during 
the year, however, the Italian banks’ proportion dropped from 9.5 to 
6.6 per cent. During 1968, our banks sold units of mutual funds, in 
Italy, amounting to tens of millions of dollars. 

The results of the balance of payments on a cash basis for the 
first four months of this year show that our fears were not imaginary. 
For, although net receipts from current items have been greater than 
expected (although imports continued to recover, the growth rate of 
exports remained very high), the outflow of capital has been so great 
that we have had substantially to revise our forecasts about the course 
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of Italy’s balance of payments for the whole of 1969. For the period 
from January to April, the net outflow of capital, according to figures 
which are still provisional, was in fact of the order of 1 billion dollars, 
or roughly twice as much as in the corresponding months of 1968; it 
is not unlikely that, in the absence of the desired measures, the net 
outflow of capital for the whole of 1969 may be about 2 billion 
dollars. 

Given these new prospects, it has appeared advisable to adopt 
certain measures for purpose, on the one hand, of reducing so far as 
we can the incentive to export capital, and on the other hand of 
defending our official reserves. Our actions in the first category 
included bringing the lira rate against the dollar towards the upper 
limit; the greater cost of currency to be employed abroad, since it 
increases the risk of loss on reconversion into lire, tends to discourage 
the export of short-term funds by operators who are sensitive to 
interest rates. Although figures show that the banks accounted for 
only a relatively modest share of the capital exports, it was considered 
advisable, in the new circumstances, to replace automatic permission, 
with an upper limit as to amount, by case-by-case authorization for 
participation in international consortia for the placement and under- 
writing of foreign securities. In addition, the sale of mutual in- 
vestment fund certificates of all kinds was made subject to authoriz- 
ation, which will be granted only to funds, or sections of funds, when 
at least 50 per cent of the securities held in portfolio are Italian. The 
effect was to promote, through administrative measures, the for- 
mation of funds which are Italian from an economic point of view, 
even though not in legal form. But it remains as urgent as ever to 
secure prompt legislative approval, and fair tax treatment, so as to 
permit the formation of such funds in Italy too. 

On the assumption that during the year under review there may 
be a deficit on Italy’s foreign accounts, we directed the banks, last 
March, to sell their net foreign assets to the Italian Exchange Office 
by the end of June, 1969. In the course of April and the first half of 
May, the banks’ net foreign assets were already reduced from 748 to 
515 million dollars. Our recourse to this instrument, which greatly 
assisted us in the control of monetary trends during the 1960s, is not 
cost-free for the banking system. Among other things, the banks are 
deprived of the greater income which results from the higher rates of 
interest ruling abroad. The greatest disadvantage, however, lies in the 
separation of the Italian banking system from the foreign systems. 
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The effect of this is relatively moderate on the Euro-dollar market, 
where the banks are authorised to maintain a gross position, provided 
that this is in balance. But it is very great on that for new inter- 
national issues, and indeed may jeopardize the positions laboriously 
built up by patient action over a number of years. Being aware of this, 
we do not rule out the possibility that if our fears about the trend of 
the balance of payments prove to be unjustified, and if institutional 
conditions in our capital market adequately improve, the banks may 
again be allowed greater freedom to operate on foreign markets. 
The recourse to measures regulating the banks’ foreign position 
confirms, if confirmation were ever needed, that the effectiveness of 
the interventions by the monetary and foreign exchange authorities 
depends on the banking system’s ability to react. We therefore still 
seek to ensure that the banks shall retain the flexibility which enables 
them promptly to conform, at minimum cost, to the impulses trans- 
mitted from the central bank. The renewed proposals for reintroducing 
mixed banks into Italy would appear to conflict with such an aim. The 
presence of large shareholdings in the banks’ assets would increase 
their rigidity so that monetary policy, if it is to remain effective, would 
have to use new instruments or else to employ the present ones much 
more intensively. Besides being less effective, monetary policy would 
thus also become more hesitant as regards decisions to act: greater 
instability in asset values resulting in turn from the course of stock 
exchange quotations would further impair control of liquidity, both in 
the system as a whole and at individual banks. In Italy, the dependence 
of credit institutions on direct central bank credit is one of the 
conditions which, especially in urgent cases, make it easier to apply a 
quantitative monetary policy, which it is not desirable to weaken. 
Against direct investment by banks in industry there are objec- 
tions on grounds not only of monetary but also of financial policy in 
general, and of credit policy in particular. Those in favour of 
the introduction of mixed banks point to the fact that private in- 
vestment in shares is gradually declining, and the intention to offset 
the consequent decrease in the supply of savings for enterprises by a 
new component of institutional character. It appears contradictory 
indeed to try to remedy the shortage of financial intermediaries from 
which our markets suffer, not by establishing basic conditions which 
will allow such intermediaries to rise and prosper but by entrusting 
new functions to institutions which already exist. Those institutions, 
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moreover, are already engaged in a great many tasks, which are far 
from easy, and are governed in their activity by the structure of their 
deposits. This would certainly not strengthen the capital market. 

But independently of the consequences which this would tend to 
produce in the Italian economic system, as in others, it may be 
observed that any return to the mixed bank would be bound to harm 
medium-sized and small industrial firms. Such firms resort on a large 
scale to borrowing from banks because, unlike the big enterprises, 
they have no access to the security market. To set up such banks 
would represent a step backwards from what has been achieved 
during the last thirty years. Freed from the stockholdings which had 
hampered their action, the big banks have gradually extended their 
business to smaller firms. Undoubtedly, the progress of these firms 
has been directly stimulated by the considerable credit facilities 
granted to them. 

As we have observed on other occasions, the capacity of a public 
enterprise to obtain funds by borrowing from banks exceeds that of 
a private enterprise, because the public enterprise is mistakenly 
regarded as being immune to the risk of insolvency. But the dif- 
ference in the assessment of borrowers’ credit worthiness, none- 
theless, does not depend on the public or private character of the 
lending institution. It can certainly be said that banks of both a public 
and a private character contribute equally towards meeting the 
financial needs of private enterprises. The behaviour of credit 
institutions might be different if they were allowed to acquire the 
ownership of shares; this might induce the public sector to finance its 
requirements by issuing shares to be placed with credit institutions 
directly or indirectly controlled by the government. The situation 
would be even worse if such institutions were used for gaining control 
of companies on behalf of themselves or of third parties. Although 
mobile, the boundary line between the public and the private sector 
must not be allowed to become evanescent; on that line the survival 
of the mixed economy depends. 

Our objection to banks holding shares is also rooted in other 
considerations. Given the present phase of our public and private 
finances, in which the banks’ activity is already subject to distortion 
for other reasons, the protection of depositors requires still closer 
attention to stability of values on both the assets and the liabilities 
side of balance sheets. The ratio of equity capital or endowment funds 
to total deposits is indeed low in Italy because of the post-war in- 
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flation; the process of building it up again is slow, despite urging by 
the monetary authorities, and runs into institutional obstacles in 
certain quarters. It would therefore not be justifiable to adopt a 
course which would allow banks to take up the entire capital of 
industrial enterprises, or significant proportions thereof. Such capital 
is indeed subject to fluctuations in value which are often wide, and 
are the result not only of greater or lesser competence in enterprise 
management, but also of ups and downs in the business cycle, 
speculative factors and external influences. The effect would be to 
aggravate the risk of capital losses to which banks are exposed 
because of the large assistance they extend to the enterprises more in 
need of credit. 

It is worth mentioning that a bill recently introduced in the 
United States would allow the banks to extend their activity into 
fields which as yet are hardly explored. But even that bill continues 
definitely to prevent the banks from assuming not only the direct risk 
of investment in shares, but also the indirect one of participation in 
holding companies. 

The present phase in the evolution of the United States’ banking 
system may be a forerunner of similar tendencies in the Western 
economies, and therefore merits examination. In that country since 
the war and above all during the 1960s, there has been an increase in 
competition between banks and non-banking intermediaries. The 
banks’ success in diverting funds from these latter has entailed an 
increase in the average cost of bank deposits, the growth of demand 
deposits having lagged behind that of time deposits, on which the 
banks are allowed to pay interest. Simultaneously with the change in 
the attitude towards competition, the American banks are increasingly 
turning into “financial supermarkets”, which provide the most varied 
services to their customers: from trust administration to leasing, from 
keeping company accounts to computer services, from travel tickets to 
insurance policies. The authorities do not seem opposed to extension 
of the range of services offered by the banking system; but they do 
rule out the possibility that the said range may be extended to include 
business which belongs in the capital market and in the institutions 
which operate thereon. 

The changes just mentioned have, of course, been reflected in the 
legal structure of the banks. Partly because of the peculiar legislation 
in force in the United States, some of the larger banks have tended to 
assume the form of holding companies, their object being to coor- 
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dinate the work of subsidiaries, each entrusted with supplying one of 
the services into which banking business is being diversified. While 
the authorities favour the formation of homogeneous groups along 
these lines, they definitely oppose the formation of conglomerates, 
which would include not only banks but also industrial, trading or 
insurance companies. This attitude is based on fear that, if the group 
conducts banking, productive and distributive activities at one and 
the same time, this may distort the flows of credit, since the tendency 
would be to grant credit by preference to companies within the 
group. 

It is certainly true to say that in Italy, too, there has been greater 
competition on the market for funds. But while in the United States 
this competition has taken the form of a contest between banks on 
the one hand, and non-banking intermediaries on the other, in Italy, 
where such intermediaries are few, the results have been keen compe- 
tition within the banking sector and consequently a loosening of the 
interbank agreement on interest rates. The effects of competition 
have also made themselves felt on the banking structure: in some 
cases, takeovers have been necessary in order to save depositors from 
losses; in other cases, a very slight but autonomous tendency towards 
concentrations or other forms of linkage has been promoted. 

We would further emphasize that the anxiety felt by the mon- 
etary authorities relates not only to the formation of links running 
from banks to industrial companies, but also to that of links running 
the other way. As there are so many public undertakings in our 
system, this problem may be felt to be less urgent, but it cannot be 
disregarded. Existing regulations require banks to report to the 
supervising authority the acquisition of any banking or non-banking 
interest, and to obtain permission for their own merger; but they do 
not subject to any form of control the acquisition of one or more 
banks by a person, a company or a group. We are watching closely 
the changes in the pattern of bank ownership in Italy, and if the 
existing state of equilibrium were altered, we should not fail to 
propose appropriate measures. 

Despite the stronger competition betweeen banks, both for 
deposits and for lending business, the financial results of the banking 
system as a whole in 1968 were not disappointing. According to 
information supplied by banks, the unit cost of deposits rose from 
3.50 to 3.64 per cent, while the average return on domestic lire 
lendings remained substantially unchanged at about 7.50 per cent. 
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The narrowing of the margin between receipts and unit costs was 
accompanied by an increase in the volume of the mentioned oper- 
ations. Notwithstanding the rise of overhead expenses, the net oper- 
ating profits appreciably increased; the increase was mainly due to 
receipts from services and from dealings in foreign exchange and in 
foreign securities. 


The Strengthening of Monetary Instruments, the Action of the 
Central Bank and the Evolution of the Economy 


The maintenance of adequate control by the authorities requires 
that improvement of the capital market and banking structures shall 
be accompanied not only by refinement of the economic policy 
instruments, but also by a use of management techniques better suited 
to their respective character and potentialities in directing and, when 
necessary, checking economic trends. The lesson learned from the 
experience made in countries where measures to counteract inflation 
have been chiefly based on fiscal policy is that, with each successive 
application, the effects of adjustment have tended to become weaker, 
while the incentives to activity were fading and the costs represented 
by the distortion induced in the productive system were growing. 
Inflationary stresses have survived a policy of stabilization not ad- 
equately supported by monetary instruments and have led to further 
restrictive action, the ultimate result being to drive actual income 
below potential income. 

By way of reaction against the inadequacy of fiscal measures, the 
public have tended — and so have some official quarters — to attach 
new importance to the value of monetary policy in one of its cruder 
forms. Once again, we have heard the statement that control of the 
money supply is the most effective method of keeping the evolution 
of prices in check, holding it within limits compatible with equi- 
librium in the balance of payments and with the efficient functioning 
of an economy based on decentralisation of decisions. 

So far, both theoretical analysis and empirical research appear to 
have excluded only the validity of the extreme views: the view that 
money is the only truly important variable among the instruments of 
economic policy, to the point that steadiness in its growth rate is 
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considered equivalent to stability in the development of the economy; 
and the view that money is an unimportant variable, since it is 
assumed that the course of economic activity is determined by the 
decisions to spend that are passively allowed by changes in the 
velocity of circulation. Between these two extreme views there is 
room for intermediate positions in which monetary policy is con- 
ditioned by the complexity of economic relationships and by the 
variety of institutional structures. 

While the choice of the variable to be controlled may therefore 
be the subject of argument from time to time, and from place to 
place, there can hardly be any doubt about the effectiveness of 
monetary policy, just as it is obvious that such policy must be 
coordinated with a selective and flexible system of fiscal measures. In 
using the different instruments, the economic and social costs entailed 
by an extensive use of monetary controls cannot be gainsaid, but in 
the light of recent experience abroad one should not ignore the 
limitations and delays of a policy of fiscal adjustments, designed to 
reconcile growth with stability of prices, having due regard for 
equilibrium in the balance of payments. 

It must further be remembered that in Italy the conditions for 
timely adaptation of fiscal policy to changing economic trends — not 
only as regards spending decisions but also, and more particularly, as 
regards their implementation — have not yet been fulfilled. Decision 
taking does appear to be more rapid when the aim is to impart an 
expansionary impulse to the economy, as shown by the measures 
resolved upon last July, than when restriction is needed. 

The tendency towards larger budget appropriations as well as 
bigger deficits in the public sector continued in 1968 too. The result 
was to accumulate expenditure appropriations which, if drawn upon 
in full, would cause the public sector to claim a share of both financial 
and real resources hardly compatible with stability of rates in the 
capital market or of prices for goods. The overall borrowing re- 
quirement is estimated to have been about 3,400 billion lire, ex- 
cluding expenditure for credit granting; if the latter is included, the 
amount rises to about 4,350 billion lire. The cash deficit for the 
whole public sector reached approximatively 1,450 billion in 1968, 
against 850 billion in 1967; if we add credits granted, the deficit 
reached, respectively, 2,400 and 1,300 billion lire. 

The differences between the deficits recorded at the two phases, 
of authorization and of cash results, are reflected in the movement of 
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arrears; this was especially large in the case of the government and of 
local authorities. If expenditure for redemption of debt is excluded, 
the increase of government expenditure arrears in 1968 can be put at 
about 1,000 billion lire, an amount which in considerably higher than 
the already large total reached in 1967. The greater part of the arrears 
relate to capital expenditure, which reflects the government’s direct 
contribution towards increasing the country’s productive capacity; a 
high proportion of that expenditure has not yet reached the obli- 
gation stage. 

The reform of procedures will contribute, in the course of time, 
towards providing the authorities with more effective means for the 
management of public expenditure. But the present situation, and 
that which can be foreseen for the immediate future, do not satisfy 
the requirements set by a policy which aims at keeping the volume of 
total demand close to the full employment of factors of production. It 
is therefore necessary to strengthen the monetary instruments so that 
these may be better able to control the destabilising forces at work. It 
is well known, from the analyses contained in this and previous 
Annual Reports, that the strategic variable through which the Bank of 
Italy influences the availability of credit, as well as rates of interest, is 
the monetary base. This latter comprises legal tender money and 
financial assets which can be deposited without limitations in com- 
pulsory reserves, or are freely convertible into cash at the central 
bank. The principal assets which can be promptly converted into 
money are: deposits with the Bank of Italy, those with the Post 
Office, the margin available on current account advances, the liquid 
surplus of assets over liabilities in convertible currencies, and, up to 
the end of last April, all Treasury bills. 

The experience gained in Italy shows that in the short run the 
public’s demand on the monetary base depends little, if at all, on the 
central bank’s policy; instead, it remains in a fairly constant ratio to 
the national income. It follows that monetary policy immediately 
produces its effect on the banks’ liquidity, and by this means acts both 
on bank credits and deposits. This effect appears quite rapidly: within 
two quarters, a given increase of the monetary base produces, on 
average, a threefold increase in the supply of credit. It is therefore 
clearly necessary that the central bank shall be able to control, as fully 
as possible, the changes in the monetary base. 

In the past, the mechanism suffered from a defect which, in 
certain circumstances, might have impaired the possibility of control. 





Concluding Remarks for 1968 283 


The defect lay in the fact that the market could, at any time, count on 
the possibility of converting Treasury bills into cash at the central 
bank, or directly depositing them as part of the compulsory reserves. 
As long as the amount of Treasury bills remained moderate, the 
resulting dangers would have been limited and could, in any case, 
have easily been neutralised. Once the amount of Treasury bills in 
circulation increased, however, this would no longer be the case. If, 
for example, action directed to more rapidly clearing off arrears of 
public expenditure had unexpectedly swollen the public sector’s cash 
deficit, it might have been difficult immediately to raise the necessary 
funds on the capital market, as the maintenance of a reasonably stable 
level of inter 2st rates is conditional on keeping the supply of securities 
in due proportion to the demand for them. In such circumstances, a 
large part of the authorities’ requirements might have been met 
through the issue of Treasury bills, thereby creating monetary base. 

On these grounds it was decided to separate the Treasury bills in 
which compulsory reserves are invested from those in which the 
banks invest their liquid assets. Under the system previously in force 
the Bank of Italy had undertaken to purchase Treasury bills from the 
banks at its nominal rate of discount, and to sell them at rates 
differentiated according to their maturity. Under the new arrange- 
ments, on the other hand, the Bank reserves to itself the option, at its 
discretion, to buy or sell Treasury bills, just as it would for any other 
security issued or guaranteed by the government. This makes it 
possible to establish a secondary market also for Treasury bills; on the 
other hand, these bills cannot be used to meet compulsory reserve re- 
quirements. 

Thus, the Treasury can now finance its cash requirements with 
short-term securities not qualifying as monetary base. If, moreover, 
the amount of Treasury bills issued is kept in line with the cash defi- 
cit which is expected to result, after the other forms of borrowing 
have been used or discarded, and in particular the changes in the 
Treasury’s current account have been kept within narrow limits, 
disequilibria between the demand for and the supply of funds might 
occur, with consequent rate fluctuations. These fluctuations will be 
reduced in so far as the central bank will operate on the market, 
taking up in its own portfolio of securities the differences between 
demand and supply. 

In conclusion, if the intention is to keep demand on the 
long-term market as far as possible within the limits of supply so as to 
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maintain stability of quotations, the excess demand will be transferred 
to the market for short-term securities, and whenever it proves to be 
greater than supply, it will cause a rise in interest rates. Obviously, the 
prices for short-term securities cannot fall for long without this 
affecting prices on the capital market. If that happened, it would 
demonstrate the need to reconsider the total amount of security 
issues, or the rate of interest, or both. 

The new mechanism presupposes that changes in the yield on 
Treasury bills shall be accompanied by adjustment of the rates at 
which central bank credit is granted; if these rates were kept low and 
rigid, this might encourage the market to engage in arbitrage, by 
borrowing at low cost from the central bank and lending to the 
Treasury at a higher rate. This is one of the reasons why a system has 
been introduced which provides for progressively rising rates of 
interest on the fixed-term advances that any one bank obtains in the 
course of a half year. The chief object of that measure was to keep 
recourse to the central bank through this channel within limits 
corresponding to the banks’ temporary cash requirements, since the 
liquidity of the banking system as a whole is adjusted chiefly through 
our operations in the market for securities. Completion of the mech- 
anism requires that the official rate of discount can also be more often 
changed. This, in turn, requires separation of the discount rate for 
ordinary bills from the rate applied to agricultural stockpiling bills. In 
fact, any increase of this latter rate would only mean a higher charge 
for agricultural stockpiling and would not help to regulate the 
quantity or direction of credit flows. 

We have implemented a large part of the programme announced 
in last year’s Report, even though the arrangements concerning the 
banks’ compulsory reserves have not yet been revised. If they had 
been, the result might have been instability of the security market, 
since the alteration in the flows of funds would have coincided with a 
situation which had become more delicate owing to international 
capital transfers. 

In our last Annual Report, we stated that during 1968 we would 
provide the economy with sufficient monetary base to absorb the 
expected issues of fixed-interest securities, while keeping rates of 
interest stable. We added that this would be compatible with an 
increase in bank lending adequate to finance a productive process 
that would allow income to grow at the average long-term rate in a 
climate of satisfactory price stability. 





Concluding Remarks for 1968 285 


Thanks to the fact that the expansion of income at current prices 
was not very different from that assumed, our forecasts turned out to 
be substantially correct as regards the relationship between the mon- 
etary base, the level of interest rates and the issue of securities. 
Fixed-interest securities amounting to 3,092 billion lire were in fact 
placed on the market at unchanged prices, causing creation of mon- 
etary base to the extent of 1,199 billion lire. The amount of such 
securities subscribed by the public, namely 1,360 billion lire, was 
almost exactly that forecast, and the total expansion of bank lending 
was also very close to the estimate. 

Because some other assumptions on which our forecasts were 
founded did not materialise - namely, the increase of investment was 
smaller, the Treasury deficit was greater, the balance of payments 
surplus higher - the banks’ lendings increased less, and their pur- 
chases of securities were larger than had been foreseen. The creation 
of monetary base by the Treasury and by the foreign sector was also 
greater than expected, with a consequently smaller recourse on the 
part of the banks to the central bank. 

The degree of approximation achieved in our estimates as re- 
gards the overall size of certain variables leads us to indicate our 
views for the current year as well. We anticipate that fixed-interest 
securities, including free Treasury bills, will be issued in 1969 for a 
total of about 5,500 billion lire gross and 4,200 billion lire net, of 
which 2,200 billion lire will be accounted for by the Treasury. 
Assuming an increase in income of the order of 9.5 per cent in 
monetary terms, a rise of implicit price deflators kept within the limits 
of 3 per cent and a balance-of-payments deficit on capital account 
fairly close to the surplus on current account, we foresee that the 
public will absorb securities to the extent of approximatively 1,600 
billion lire; in any assessment of this estimate’s reliability, however, 
account should be taken of the uncertainties which affect subscribers’ 
behaviour. The banks would acquire approximatively a further 1,700 
billion lire, both for portfolio investments and for compulsory re- 
serves; the Bank of Italy should take up the balance, which includes 
Treasury certificates issued to settle certain liabilities. 

On the assumption that investments increase by about 15 per 
cent, the banks’ lendings should grow by 2,600 billion lire; so that, 
taking into account purchases of securities, changes in free and 
compulsory reserves and the variation in their foreign assets, the 
expansion of the banks’ assets as a whole would be in the region of 
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4,600 billion. On the liabilities side, there would be a corresponding 
expansion by 4,300 billion lire in deposits, and by 300 billion in the 
recourse to the central bank and in the other items. 

Since the recent increases of public expenditure, it is reasonable 
to envisage a Treasury cash deficit which, together with that of the 
Central Post Office Savings Fund and of the autonomous government 
agencies, will be of the order of 2,500 billion lire. It will be partly 
covered by placing bonds on the market. Bonds purchased by the 
Bank of Italy and receipts from postal savings will add 1,200 billion 
to the system’s money supply. Another 300 billion will be supplied 
through the financing of the banks’ recalled non-liquid foreign assets 
by the central bank and through changes in the latter’s other ac- 
counts; 900 billion lire of the 1,500 billion thus obtained will go to 
augment the public’s liquidity, the rest being utilised by the banks for 
their free and compulsory reserves. 

Capital exports in excess of the previously mentioned estimate, 
and such as to lead to an overall balance of payments deficit, in 
addition to reducing by an equal amount the creation of monetary 
base, would limit the formation of deposits and demand for securities 
by the public, while probably having an expansionary effect on bank 
lending. The possibilities of placing securities on the market would be 
consequently curtailed. So long as the balance-of-payments deficit 
were to be about equal to the banks’ net foreign credit position, as it 
stood at the beginning of the year, the Bank of Italy would take 
compensatory action by purchasing securities on the market, thereby 
permitting formation of the liquidity required for the purposes indi- 
cated above. Such purchases would increase the central bank’s se- 
curity holdings by more than 1,000 billion lire, even if the above- 
mentioned Treasury certificates are excluded. 

According to some opinions, the rate of growth of income 
forecast for 1969 is below that corresponding to full utilisation of our 
productive potential, and therefore the issue of securities forecast 
does not take into account the greater savings which would be 
available if the increase of income were as great as it would be with 
full employment. We would point out that the supply of labour is 
limited in the short run. The bulk of the unemployed is unevenly 
spread throughout Italy, while the flow of workers to the immi- 
gration areas is increasingly dependent upon the provision of social 
facilities, which advance slowly. What is more, a further acceleration 
of the diversion of hands from agriculture, as compared with the 
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already high rate reached last years, would end by creating serious 
problems in that sector. Furthermore, the closer the growth rate to be 
reached in the short term is brought to the estimated potential rate, 
the more accurate must be the evaluation of the constraints set by the 
balance of payments and by prices. Yet such evaluation entails rather 
wide margins of approximation due to events, both internal and 
external, beyond control by the economic authorities. 

More important than the results which may be achieved in any 
single year, not only from the economic but even more from the 
social point of view, is continuity in the pace of growth. In this 
connection, the results for 1968 have not been far from expectations 
with regard to price stability and the growth of income; the latter rose 
only a little less than the year before solely because of bad harvests. 
The results did, on the other hand, substantially differ from the 
forecast as regards the components of total demand; investment and 
consumption slowed down, leading to a further increase of the 
balance-of-payments surplus. 

In the course of the year, the economic situation has been 
improving. In industry the advance of productivity, due to investment 
made especially in machinery and equipment during 1967, and to the 
employers’ caution in engaging workers, as they were uncertain about 
the course of economic activity, made it possible slightly to reduce the 
labour cost per unit of output. Given the stability of prices for raw 
materials and for finished products, there was a consequent increase 
in unit profits; the growth of total profits was larger because pro- 
duction increased. During the second half year, moreover, the degree 
of utilisation of productive capacities rose. 

The variables which, together with the cost of money (kept 
stable), more directly affect investment, especially by private enter- 
prises, have evolved favourably, with a movement opposite to that of 
1967. Therefore, a recovery in private investment may be expected this 
year. 

Public enterprises too, according to their programmes of expen- 
diture, should further expand their investment activity in 1969; the 
rate of increase is expected to be considerably higher than last year’s. 
In the building trade a large number of buildings were designed and 
begun in 1968, after the enactment of the new legislation, and even if 
measures are adopted to permit their more gradual completion, so as 
to avoid disequilibria between supply and demand and tensions in 
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regard to both prices and wages, there is reason to think that such 
activity will continue to grow at a rate higher than last year’s. 

If, in addition, the building of infrastructure accelerates, as it is to 
be hoped (in 1968 it continued to lag behind the country’s economic 
and social needs to the prejudice of the possibility of establishing new 
industrial settlements and improving the efficiency of the existing 
ones), the prospect is that fixed investments, as a whole, will increase 
at a rather high rate. 

Employment already started, at the beginning of 1969, to feel 
the effects of the more favourable economic trend. The process of 
multiplication and acceleration between investment and consumption 
appears to be working again. Moreover, direct expansionary stimuli 
are already exerted on consumer demand by the pay increases conse- 
quent on the first stage of the gradual abolition of area differences in 
wage rates. Similar effects are about to result from the increase of 
pensions. These should be promptly paid, not only on social grounds 
but also to prevent the building up of substantial arrears, whose 
payment in a short period of time would upset the balanced ex- 
pansion of demand. 

Against this prospect of a progressively growing domestic 
demand, trade union negotiations are now proceeding in the public 
sector, and in the private sector important collective agreements are 
soon due for renewal. Wage and salary increases may play a positive 
role as regards economic growth, both by promoting greater ef- 
ficiency and by sustaining consumer demand, provided, however, that 
they are kept within limits compatible with the system’s capacity. 
Over-rapid rises may, on the one hand, generate a flood of additional 
demand larger than the capacity of supply. The latter’s limited 
elasticity in certain sectors may bring about price rises which would 
erode the value, in real terms, of the pay increases. On the other 
hand, because of international competition, price increases may 
impair the financial equilibrium of enterprises, to the ultimate det- 
riment of the level of employment. 

If, during their free negotiations, the parties concerned bear in 
mind the troubles which not so long ago affected our economy, as 
well as the more recent experiences in neighbouring countries, and if 
they act accordingly, agreements will ensue which will both reconcile 
the interests of the contracting parties and benefit the entire 
economy. To that effect, those agreements must not only consider the 
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total size of the increases, but also their distribution over the period 
covered by the new contracts. 

The picture thus drawn appears to indicate that the events which 
took place in our economy from mid-1967 onwards represented an 
interruption, now coming to an end, in the process of reviving 
domestic demand, a process laboriously initiated after the 1964 re- 
cession. 

This interruption demonstrates how sensitive our economic 
system is, in the present situation, to disruptive influences. All parties 
concerned are therefore responsible for ensuring that any influences 
which may come from the rest of the world shall not be aggravated by 
others of domestic origin. 

The price level, for example, after a lengthy period of almost 
absolute stability, has again displayed a tendency to rise since last 
autumn. This was due chiefly to rises in the price of agricultural 
produce, of raw and building materials as well as, in consumer prices, 
of services. More recent data indicate that this tendency is getting 
stronger, especially as regards building materials. Some of these are 
running up against limits to the capacity of supply, because of the 
sudden and considerable speeding up of building activity following 
the new laws previously mentioned, even though, despite opposing 
pressures, the possibility of placing mortgage bonds has been re- 
stricted. On the whole, during the first four months of this year, both 
wholesale and consumer prices have increased at an annual rate of 
more than 4 per cent; with effect from May 1, the sliding scale rose by 
two points, so that during this first part of 1969 it has already risen by 
three points as compared with the two-point rise which took place in 
the whole of 1968. 

Monetary policy will be affected during 1969 by the uncertainties 
which prevail in the international sphere, as well as by the contrasting 
aspects of the Italian economy. The need to adapt the monetary base 
to the requirements implied by the estimated rate of growth will be 
met, bearing in mind that the banking system’s liquidity must not be 
allowed to reach proportions likely to cause or promote inflation. But 
the observance of this limitation depends on the size of the public 
sector’s cash deficit. Our forecast, although based on the assumption 
of a sizeable increase of that deficit in 1969, would prove wrong if 
expenditure decisions were to keep up their recent pace. 
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* * * 


Nowadays, perhaps more than ever, we live in a world which 
abounds in contradictions, both dialectical and real. They are cer- 
tainly fore-runners of some settling movements. The ultimate result (if 
“ultimate” can be used for what is yet contingent) may take this or 
that shape according to the participation and combination of men, 
events and circumstances. Not yet, or nowhere, perhaps, have con- 
fused dialectical and real contrasts been decanted to the clarity of 
absolute contradiction. It may be that clear dichotomies and emblem- 
atical contrapositions are not always possible; perhaps they are not 
even desirable. 

But, in order to keep our comment within our own field, whoever 
should attribute all value and merit to the market economy, and blame 
every defect and every fault to its rejection, would run the risk of 
seeming an unthinking absolutist. Indeed, many people feel that the 
solution based on the market economy, and the principle by which it is 
inspired, need to be suitably tempered. Forty years ago, Luigi Einaudi 
himself wrote that “the economist, faced with actual problems, can 
never be either a free trader or an interventionist ... at any price”. 
Besides the possibility or desirability of distinguishing between absolute 
principles and actual needs, the complexity of present-day society is 
probably another factor that makes some concessions more plausible; 
the composite structure of this society almost inevitably favours such 
concessions, blurring the line between the wisdom of equilibrium and 
the ease of yielding. The fact is that the growing assumption of 
responsibility by the state, and the consequent shrinking of the private 
sector’s autonomies, may well give rise to the fear that the effects will 
not be confined to the economic sphere. Indeed, recent experiences, 
some of them dramatic, warn us that the link by which political liberty 
and economic freedom appear to be tied cannot be broken with 
impunity. We have already mentioned that Luigi Einaudi felt bound to 
reject preconceived positions, just as his honesty made him reject the 
“laissez-faire” thesis that “everything is permissible”. It was Einaudi 
who said that “the people who are governed and those who govern 
them create at the same time liberty in all its aspects; that is to say, 
liberty in politics, in economics, religion, the press and propaganda”. 
And he wondered how men could ever create “economic institutions 
which bind them and reduce them to a state of slavery”, if moral liberty 
lay at the root of their actions. 
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There are still people who cannot look at liberty, that fascinating 
and austere concept, without being moved by it. They seek — and are 
happy when they find them in their own community — the signs of 
that concept’s vitality and of the institutions it inspires. Fortunately, 
such signs are not lacking in Italy. They can be found not only in her 
formal constitution, but equally in the growing interest in the funda- 
mental problems of society, in the differing views over problems and 
in the diversity of proposals about the action to be taken. They can be 
found in the expressions of discontent, at least in so far as these can 
be attributed to the gap between the ductility of imagination and the 
inevitable hardness of reality, between anxious expectations and the 
slow pace of achievements. Yet it would be unfair and ungenerous to 
argue, on the grounds of such discontent, such doubts and such 
inevitable imperfections, that our system is losing its elasticity. We 
have a system which is, by its nature, open and capable of benefitting 
from criticism, of progressing and of renewing itself. We do not 
doubt that it has as well the moral strength to do so. Nor do we 
doubt that the virtues of this system will enable us to proceed further 
along the road on which we so fruitfully set out more than twenty 
years ago: the road to civil and economic improvement, which we 


ought to follow respectful of liberty as well as of the variety of 
institutions, of conditions and of choices. 
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The Spread of Inflation, International Liquidity and the Foreign 
Exchange System 


The outstanding features of economic developments in the main 
industrial countries in 1969 can be identified in the spread of in- 
flationary pressures, the preponderant recourse to monetary policy 
and the resultant rise in interest rates, and the intensification of 
transfers of short-term funds. At the centre of the picture is the 
decision of the United States authorities to regulate overall demand 
by the adjustment of the money supply, a step dictated by the need to 
exert a more direct influence on the level of demand. 

According to the Federal Reserve and the President’s economic 
advisers, the price increases in the United States, their spread to other 
countries and the deterioration of the current account of the balance 
of payments are supposed to be manifestations of a process of 
inflation fostered by a large government budget deficit in a situation 
close to full employment of the economy’s resources. The rise in 
interest rates, they contend, is due to a large expansion in the demand 
for funds not matched by an adequate growth in supply, owing to a 
tendentially restrictive monetary policy. 

This interpretation is opposed by another, according to which 
both these phenomena are due to a monetary policy which is in fact 
expansionary. The cause of the inflationary tensions lies, according to 
this interpretation, not in public expenditure as such, but in the ways 
in which it has been financed, namely by an excessive creation of 
money. This, it is said, has set in motion the process consisting of 
expectations of increasing price rises and a growing propensity of 
lenders to ask and borrowers to accept higher nominal interest rates. 
In short, this second interpretation places the expansionary monetary 
policy, and not its opposite, at the origin of the high rates. 
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In the present state of our knowledge, it seems beyond doubt 
that the increased public expenditure unaccompanied by additional 
taxation is the cause of the inflationary tensions in the United States. 
The Federal Government budget deficit shows an increasing deteri- 
oration from 1965 until the second half of 1968, when the gov- 
ernment introduced the temporary surtax of 10 per cent on the 
profits of corporations and on private incomes, and imposed ceilings 
on the expansion of the main categories of expenditure. The in- 
flationary potential inherent in the growth of public expenditure was 
increased by the nature of the expenditure, the highest annual rate of 
increase being in the components connected with the military sector. 
The rise in prices had certain redistributive effects in favour of firms 
and created expectations of their continuance. There was a further 
increase in overall demand in monetary incomes and in the volume of 
money required for transactions, leading to pressures on interest 
rates. 

The restrictive fiscal and monetary policy adopted towards the 
end of 1968 affected the course of the American economy during 
1969, a year of slackening expansion according to the Federal Re- 
serve, in which unutilised productive capacity and the rate of unem- 
ployment increased appreciably, industrial output underwent a sharp 
reversal of trend, the rise in costs was accentuated and corporation 
profits contracted, while the rate of increase in prices did not slow 
down. Nevertheless, fixed capital investment by the manufacturing 
sector continued to expand at a growing annual rate. This is probably 
attributable to the belief that the restrictive monetary policy was of a 
temporary nature. Under these conditions, it seems safe to say that 
the most telling result achieved by the restrictive policy in 1969 
manifested itself at the international level: the high interest rates 
ruling in the United States helped to bring about a shift of liquid 
dollar funds held by non-residents, promoting their transfer from 
official authorities to private sector, a process which was reflected in 
an improvement in the United States’ balance of payments on official 
transactions basis. 

Assuming that the monetary base was the strategic variable 
through which the money supply was regulated, it would have been 
more logical to accept the assumption that the whole range of interest 
rates would undergo the variations due to such an action. Instead, 
limits were maintained on the interest rates on deposits and certifi- 
cates of deposits and, at the same time, the public’s access to the 
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Treasury bill market was restricted by a raising of the minimum 
denomination of newly issued bills. The widening of the gap between 
the free rates and the regulated rates led to a reduction in deposits 
and impelled the banking system to safeguard its own share of the 
market, threatened by the yields of financial assets offered by inter- 
mediaries not subject to regulated rates. The increases in long-term 
interest rates and the rates paid on the deposits of branches abroad 
were in fact accentuated by the official fixing of the rates on time 
deposits of residents and the following reduction in deposits of this 
category. The banks’ reaction was, on the one hand, to sell substantial 
quantities of bonds, thus aggravating the fall in prices, and on the 
other hand to attract deposits via their foreign branches by offering 
exceptionally high rates, which consequently spread to the markets of 
the various countries concerned. 

The American authorities have found that the deviations 
brought about by the constraints on rates lengthen the periods of 
time required to enable monetary policy to produce results and 
diminish its effectiveness; the unusual scale of the deviations showed 
that these constraints bring about movements contrary to the aims 
pursued by the control of credit expansion. Last January, the mon- 
etary authorities therefore decided to fix the maximum rates on time 
deposits and certificates of deposits close to the free rates; but there 
remained the burdensome legacy of the new markets, which, by their 
very existence, increased the system’s ability to resist the effects of 
monetary policy. 

In June 1969, the monetary authorities had adopted measures 
concerning the constitution of obligatory reserves, as a counterpart to 
the changes in deposits received by American banks through their 
foreign branches. These measures had two aims: on the one hand, to 
discourage further obtaining of deposits on the Euro-dollar market, 
with a view to helping to reduce the pressures on interest rates, and, 
on the other hand, to prevent too large a reflux of liquid funds from 
the Euro-dollar market into the reserves of central banks, in order to 
soften the impact to which the international monetary system would 
have been subjected when the conditions offered by American banks 
had reduced the attractiveness to non-residents of keeping their 
available liquid funds with these banks. 

At the beginning of 1970, United States monetary policy became 
less restrictive, probably because of a belief that an accentuation of 
the signs of economic recession would have provoked the reaction of 
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the country’s political leadership and that the latter might have 
adopted expansionary policies which would have produced in- 
flationary forces even more serious than those which the monetary 
authorities were trying to curb. At the same time, the pressures on 
costs and the expectations that they will become worse have been 
intensified, on the eve of the outbreak of trade union disputes in 
some sectors of industry. The monetary authorities must therefore 
decide how much to expand the money supply and allow the cost 
increases to be passed on to prices. Actually, business expectations 
are now being revised. This revision, necessitated by rapid deterio- 
ration in profits, financing difficulties and slowing down of some 
components of demand, could lead to a curtailment of investment 
programmes and ultimately to a contraction in productive activity and 
employment on a scale harmful to the United States and the rest of 
the world. Since, with such prospects, the need for domestic econ- 
omic revival would prevail on requirements connected with external 
equilibrium and, on the other hand, stable monetary conditions at 
high levels of output and employment could coexist, as has already 
occurred in the past, with a balance of payments deficit, dollars might 
continue to be in abundant supply, accentuating the disadvantages of 
a system based on fixed exchange rates. 

The worsened prospects are reflected in the fall in prices of 
shares of United States corporations in recent veeks. The downward 
trend of prices began in the last months of 1968, almost simul- 
taneously with the introduction of the monetary restriction, during 
which yields on fixed-interest securities rose to unprecedented levels. 
The persistence and extent of the decline influenced the movement of 
share prices in the other industrial countries, owing to the growing 
number of channels of communication between security markets. 

In the United Kingdom, undeniable success was achieved by 
fiscal and also monetary policy in keeping in check the various 
components of domestic demand and thus reversing the country’s 
external position; in view of these developments, the monetary auth- 
orities were able, this year, to lower the discount rate twice, the 
second time as part of the measures designed to produce a cautious 
revival of domestic demand. The future trend may, however, be 
strongly affected by the movement of labour costs, the recent be- 
haviour of which seems to be renewing inflationary pressures. 

In France, after the devaluation of last August, which took place 
while a marked inflationary process was still in progress, the auth- 
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orities introduced an intensive programme of fiscal and monetary 
restriction, which is proving particularly effective in curbing domestic 
demand, so that there seem to be good prospects of a slowing down 
of the rise in prices, which are also subject to direct controls. 

In Germany the Mark was revalued after the expansion in 
domestic demand and the strains of the labour market had brought 
about an upward movement of prices which is still accelerating. 
While the measure had the effect of restoring equilibrium in foreign 
relations, its contribution to moderating the domestic boom will 
depend on the success of the action taken to curb demand, hitherto 
centred mainly on changes in the discount rate, which has been 
increased several times since April 1969, when it stood at 3 per cent, 
until March of this year, when it reached 7.5 per cent. 

The differing degrees of expansion of demand within the indi- 
vidual countries and the resultant divergences in price trends pro- 
duced balance-of-payments disequilibria which in some cases were 
corrected, and in others aggravated by capital movements brought 
about by interest rate differentials and by expectations of changes in 
monetary parities and political and social anxieties. During the 
two-year period 1968-1969 the maximum change in the net foreign 
creditor position of the monetary institutions was 5.1 billion dollars 
in France, 6.2 in Germany and 1.5 in Italy. The same average change 
for the European Economic Community was 8.9 billion. 

It is thus confirmed that the increased interdependence of the 
Western economies, in the absence of any coordination of economic 
policies, requires that the international monetary system should 
possess a certain degree of flexibility, either with regard to the 
multilateral and bilateral credits on which it can rely or with regard to 
the exchange rates between the various currencies, or both of these. 

The discussions concerning the reform of the international mon- 
etary system, which were started in 1963, led to the decision to create 
special drawing rights totalling 9.5 billion dollars over the three-year 
period 1970-1972, of which 3.5 billion have been distributed this 
year. The Amendment to the IMF Articles of Agreement contains 
ideas put forward by the Bank of Italy: the reform of the system, the 
Bank contended, would have to be such as to enable the volume of 
international liquidity to be adjusted to the requirements for 
financing the balance of payments, the scale of which is greater the 
larger the increase in the volume of trade and capital movements; the 
volume of international liquidity would have to be determined by 
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decisions of international institutions independently of the supply of 
newly-mined gold, and the system would have to be based on the 
acceptance of fixed rates of exchange. 

The Bank of Italy upheld these views in the conviction that 
acceptance of fixed exchange rates would help to speed up the 
process of economic integration and that the latter, if carried out 
within the framework of institutions such as the European Economic 
Community, would have accelerated the process of political unifi- 
cation. Last year’s Report referred to an adaptation to changed 
conditions and a certain preference was expressed for systems that 
included moderately flexible exchange rates. Recent events lead us to 
confirm this preference and to consider as a progress the discussions 
initiated within the international institutions on reforms that do not 
rule out acceptance of a certain degree of flexibility in the exchange 
rates between the various currencies, duly limited by international 
agreements so as to restrict the margin of uncertainty. This course 
would create the conditions for greater monetary independence vis- 
a-vis external factors, and especially in relation to the US dollar, 
without destroying the link between the markets, which has allowed 
in the past, and will allow in the future, a steady growth of trade, 
which, in turn, is one of the prerequisites for improving the standard 
of living in Western countries. 

At the beginning of the 1960s, Italy shared the hopes, expressed 
by authoritative international bodies, that economic planning would 
be centred on incomes policy, which was interpreted as the re- 
sponsible participation of trade unions in the taking of decisions 
concerning the production of income, its utilisation and distribution. 
It should be admitted that in Italy, as in other countries, it has not 
been possible to coordinate the trade unions’ demands with the other 
variables which determine economic equilibrium; everywhere, the 
result has been cost tensions of varying intensity. Nor is there any 
prospect of a reduction in the variability of wage increases in relation 
to productivity in the various countries. Furthermore, the differing 
degree of elasticity of import demand in relation to income, in a 
period in which the latter is increasing rapidly, will also tend to 
increase the complexity of the process of adjustment. The balance-of- 
payments disequilibria may in turn be aggravated, because there is 
very widespread anxiety among businessmen concerning domestic and 
international political stability, and political factors make it difficult 
to determine the direction of capital movements. 
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Although the modern world, partly as a result of its very 
dynamism, is particularly prone to inflationary pressures, the intensity 
of such pressures will probably continue to vary, so that it will be 
difficult to reconcile a greater degree of economic interdependence 
with a system of fixed exchange rates; hence it may be necessary to 
resort to a limited flexibility. Such an innovation might stimulate the 
transformation of the European Economic Community into an 
economic union, if the currencies of the member countries were to 
become interchangeable among themselves on the basis of fixed rates, 
while being convertible into non-EEC currencies at fluctuating rates. 
This would presuppose some progress towards the unification of 
economic and monetary policies. But should this progress be made by 
coordinating and harmonising the various policies, or by first of all 
unifying the institutional structures within which such policies are 
carried out? I tend to favour the second solution. I believe priority 
should be given to the unification of the institutions; I believe less in 
the possibilities of coordination. The process of bringing economies 
closer together by stages has probably exhausted its driving force. 

Some people suggest that the central banks should immediately 
pool part of their reserves so as to promote the coordination of 
economic policies. These suggestions are based on the idea that 
central banks, as they are largely autonomous bodies, would be better 
fitted for laying down long-term policies and would be capable of 
influencing government decisions. Without even considering the 
soundness of the idea underlying this argument, however, it seems 
doubtful whether a community institution could fulfil the function 
which it is proposed to assign to it; it would probably be exposed to 
conflicting political pressures more than the individual central banks 
are at present, and the effect would be exactly the opposite of what 
was intended. 

When the European Economic Community was founded, it was 
thought that greater economic prosperity would ease social tensions. 
Actually, they became more acute, on the one hand because the high 
standard of living obtained itself made individuals aware of the 
possibility of aiming even higher, and on the other hand because 
backward social conditions, which, for various reasons, exist almost 
everywhere, have become less and less tolerable. 

These growing tensions call for an effort of adaptation in the 
institutional field at both the domestic and the international level. It 
must be admitted, however, that the existing institutions, although 
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imperfect, have allowed the high degree of cooperation between the 
Western economies to remain unimpaired. Italy has made an active 
contribution to international cooperation and, even in view of recent 
events, has no reason to regret it; some of the country’s difficulties 
have been mitigated thanks to this cooperation. The difficulties have 
been due to certain developments, some new and some merely 
aggravated, in our economic situation, both in its internal productive 
and monetary aspects and in its financial relationship with other 
countries. Let us now turn our attention to these developments. 


The Repercussions of Capital Movements on Italy’s Balance of Pay- 
ments 


After five years of surpluses, Italy’s balance of payments closed 
with a considerable deficit in 1969, owing to the intensification of net 
capital exports. The deficit became exceptionally large in the first two 
months of 1970, but contracted appreciably in the following two 
months, owing to the less unfavourable trend of the current account 
but, most of all, of capital movements. To finance this deficit, recourse 
was made to the reciprocal swap arrangement with the Federal 
Reserve Bank of New York. This action was based on two consider- 
ations. 


a) As has been pointed out in the past, reserve assets are 
invested with an eye to combining liquidity and yield; however, 
considerable balance of payments deficits — attributable either to 
unforeseeable fluctuations in the current account balance due to 
interruptions in production or to capital movements — may give rise to 
requirements that cannot conveniently be met by disinvestment. 


b) As the magnitude and the timing of the correction of the 
deficit are difficult to foresee, it may be advisable to finance it by 
utilising short-term credits; in Italy’s case, when recourse was made to 
such credits, talks had been started concerning medium-term financing 
operations, the result of which was impossible to forecast. 

With regard to capital exports and their effects on the process of 
financing domestic investment, justifiable concern has been expressed 
and inaccurate statements made. Of the resources formed as a result 
of the high levels of production achieved in Italy, a part, representing 
the surplus on the balance of payments current account, was invested 
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abroad. The ensuing increase in the country’s assets took the form of 
export financing, private financial assets and foreign exchange re- 
serves. The persistence of a surplus on current account during the 
period 1965-1969, equal to 3.2 per cent of the gross national product, 
indicated the Italian economy’s inability to turn a large proportion of 
the savings formed within it into domestic investment. In the body of 
this Report and in these Concluding Remarks, mention is made of the 
causes which impeded domestic investment: the failure of the public 
authorities to adjust their structure to the complex functions which 
they have to perform; the lack of appropriate financial instruments; 
the high level of business indebtedness; and the uncertainties as to 
future prospects. Within this framework, the monetary policy pursued 
during this period was aimed at making good the loss of liquidity due 
to capital exports. It was not until the summer of 1969 that the 
strengthening of inflationary pressures, together with the losses of 
reserves, forced the authorities to pursue a less expansionary policy, 
with unfavourable effects on the cost of financing. 

The phenomenon of private capital exports, which is generally 
identified with the part of it which consists of the illegal export of 
banknotes, is in fact more complex. The anxiety felt about the 
consequences of this phenomenon are not without foundation, and 
the monetary authorities consider it their duty to suppress its illegal 
manifestations, without, however, risking disastrous damage to the 
freer trade and payments system which, not without difficulty, has 
been attained. 

The discontinuation of the repurchase of banknotes by the Bank 
of Italy, the adoption of a tax on reimported notes and the creation 
of the so-called financial lira are solutions that amount to the 
reintroduction of foreign exchange control. Some people are asking 
for foreign exchange control to be re-established in a situation of 
progressive international integration in which the size of the domestic 
market is clearly inadequate to meet the requirements of consumers 
and producers, as is shown by their increasing recourse to foreign 
products, foreign markets, advanced technologies wherever they are 
to be found and, in general, to an ever-growing international 
component, both in the organisation of production and in consumer 
expenditure. This component is also finding its way into choice of 
portfolio investment, and may have helped to accelerate the export of 
capital for the purpose of achieving the desired diversification — all 
the more so because this diversification has been impeded by the 
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policy pursued within the country, which has accentuated the undif- 
ferentiated nature of our capital market. 

All the solutions suggested have been considered by us, in- 
cluding that of asking foreign banks, and especially those in Swit- 
zerland, to give us their lists of Italian depositors. We refrained from 
making this request because we believed that it would be refused, as 
have been similar requests made by countries with greater bargaining 
power than we had. The Bank of Italy’s refusal to repurchase reim- 
ported banknotes leads to their allocation on the foreign market at an 
exchange rate lower than the official rate, in order to meet demand 
from tourists and emigrants. Similar results are produced by a tax on 
reimported banknotes. Nor would the introduction of the financial 
lira be a new solution; it has been found in practice that it is effective 
insofar as the divergences in prices between the official market and 
the capital market are restricted by intervention by the authorities 
and thus, ultimately, by sales of foreign exchange taken from the 
reserves. Lastly, the solutions in question tend to lose their effec- 
tiveness quickly unless they are reinforced by the multiplication of 
controls, which in turn produce increasing distortions. 

The Bank of Italy preferred to confine its intervention to the 
measure taken last February, whereby Italian banknotes returning 
from abroad are collected centrally at the Bank of Italy, thus length- 
ening the time between their being dispatched and their being 
credited on capital account. In the period March-May 1969, bank- 
notes totalling 336 billion lire were repurchased; in the corre- 
sponding period of 1970 the total was reduced to about 150 billion 
lire; the percentage difference between the price for banknotes and 
the official rate was kept between 1 and 2.5 per cent. The Bank also 
restricted the length of time within which importers and exporters, 
respectively, could advance payment for goods and defer collection of 
payments, the aim of this being to limit the export of short-term 
capital connected with goods transactions and stimulated by the 
interest-rate differential between the domestic and international 
markets. Lastly, in a situation in which the differential tended to 
decrease or even to be reversed — that is, when credit abroad became 
cheaper than in Italy — the Bank of Italy allowed banks to refrain 
from complying with the obligation to balance their foreign exchange 
position and make use of foreign credits to finance Italian exports, the 
purpose of this step being to place Italian exporters on an equal 
footing with their foreign competitors. 
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The Bank of Italy is still convinced that any autarchic policy has 
regressive effects on the evolution of income and we hope that this 
conviction will continue to inspire the country’s economic and 
financial policy. Compulsory measures are limited in their effec- 
tiveness and in any case restricted in terms of time. Hybrid systems do 
not last and sooner or later lead to autarchy. External payments 
equilibrium must be sought by creating conditions of yield and 
taxation for domestic investment which are competitive with the 
alternative opportunities offered abroad, and a general situation that 
favours the investment of foreign capital to outweigh the outflow. 

This is the direction in which we have acted during the recent 
period, and it is satisfying to note that Italy continues to be a country 
in which foreign private financial institutions are prepared to invest 
very large amounts of capital; we refer to the loan operations already 
concluded and those which are likely to be so in the near future. We 
are reaping the benefit of a persevering policy of financial cooper- 
ation tenaciously pursued at all levels: it is gratifying to recall the 
readiness with which the United States Treasury and the Federal 
Reserve Bank of New York, in the brief space of one day, increased 
their credit lines to the Bank of Italy by 500 million dollars, and the 
readiness with which American, Canadian, British, German and other 
banks participated in the conclusion of the major loan operation to 
which we have referred. 

The total of the loan operations completed and approaching 
completion amounts to about one billion dollars. Most of them have 
been negotiated on the basis of an interest rate which is variable from 
half-year to half-year in relation to that applicable to inter-bank dollar 
funds on the London market, and they give the borrower the option 
of premature redemption without payment of any penalty. It seemed 
to us desirable to include this clause in order to give ourselves the 
possibility of paying off the loans as soon as our balance of payments 
conditions permit or, possibly, of replacing loans at high interest rates 
with others on less burdensome terms. 

We arranged that the borrowers should temporarily pay the 
countervalue in dollars into accounts at the Bank of Italy in order to 
eliminate the expansionary effect on domestic liquidity and relieve 
the borrowers of the need to maintain lira holdings in excess of their 
immediate needs. During the period in which these sums remain on 
deposit at the Bank of Italy, the procedure is tantamount to the 
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imposition of an obligatory reserve of 100 per cent. The proceeds of 
these loans were used by the Bank to repay short-term debts con- 
tracted in the first two months of the year. We have thus consolidated 
our indebtedness and correspondingly increased our net official re- 
serves. The increase in May was about 400 million dollars. 


Wages, Costs, Prices and the Equilibrium of Enterprises 


The recent wage increases, coming on top of the rises in prices of 
imported raw materials, confront the monetary authorities with 
complex problems from the dual angle of curbing inflation and 
safeguarding the economic equilibrium of enterprises as prerequisites 
of growth. 

It is necessary to undertake a quantitative assessment making 
adequate allowance for foreseeable increases in the cost of labour per 
unit of output; it is necessary to establish to what extent it is possible 
to transfer the cost increases to prices and what are the results of the 
contraction in expected profits as regards capital investment de- 
cisions, and in current profits for financing purposes; lastly, it is 
necessary to estimate the propagation effects of the price increases in 
the various sectors. For this purpose, a distinction must be made 
between the sector comprising the activities most exposed to foreign 
competition and that comprising the activities which are relatively 
free from such competition, since the possibility of enterprises to 
adjust their prices to the requirement of covering costs, plus an 
appropriate profit margin, is less or greater depending on whether 
they belong to the former or the latter category. 

When direct costs go up, owing to rises in the cost of raw 
materials or the cost of labour or to a combination of both these 
causes, enterprises tend to transfer the increases to consumers; but the 
greater or lesser extent and rapidity of such transfer depends on the 
greater or lesser strength of demand in relation to the higher or lower 
degree of utilisation of productive capacity. 

The empirical studies made show the irregularity of the evol- 
ution of productivity, which rises faster at the beginning of the 
expansionary phase of the business cycle and slows down as its peak is 
approached. This trend appears to be attributable to the lack of 
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homogeneity of the factors of production, as a result of which, as 
demand expands and the degree of utilisation of productive capacity 
increases, use is made of progressively less efficient equipment and 
labour, leading to declining returns per unit employed. The rate of 
increase in productivity actually falls when the system, under the 
pressure of inflationary processes, is most in need of higher pro- 
ductivity. Under these conditions, the rate of monetary expansion 
represents an instrument for curbing demand and, ultimately, profits. 
Recourse to it may become even more necessary when the shortening 
of working hours restricts the possibilities of utilisation of invested 
capital and thus the possibilities of expanding supply. But the mon- 
etary instrument is undoubtedly imperfect owing to its insufficiently 
selective nature and owing to the difficulty, in the short term, of 
controlling the volume of credit, which also depends on the be- 
haviour of businessmen, by regulation of the monetary base. 

Whereas, in the sectors less exposed to international compe- 
tition, increases in labour costs are accompanied by large positive 
changes both in prices and in unit profits, in the sectors which are 
open to competition, domestic prices display greater sensitivity to 
variations in prices of foreign products. If the latter are stable, 
increases in the cost of labour per unit of output bring about, in the 
short term, reductions in the quota of other incomes, which, owing to 
the interdependence between sectors, are adversely affected also by 
rises in labour costs in other less exposed activities. An increase in the 
prices of competing foreign products makes possible, on the other 
hand, an increase in profits and offsets the negative effect of the 
higher labour costs on unit profits. The rises in productivity in the 
sectors exposed to international competition are greater than the 
average rises throughout the system; this difference is probably 
largely attributable to technological reasons, but the positive effect of 
foreign competition cannot be ruled out. 

Under a system of free trade and fixed exchange rates, the last 
barrier which prevents a further transfer of cost increases to prices 
consists of international prices. When this barrier has been reached, 
increased expenditure is directed towards imported goods. A rejection 
effect takes place via the balance of payments, which moves from 
equilibrium to deficit or from surplus to a smaller surplus. In these 
circumstances, growing monetary demand can coexist with stationary 
domestic production and employment. The proposition that the 
economy should be given as much liquidity as it needs is tantamount 
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to saying: do not give any liquidity which feeds a balance-of-payments 
deficit. 

In the course of the controversies concerning the interpretation 
of the relationships between prices and cost increases brought about 
by wage increases, it is often asserted that the present price rises are 
due to structural deficiencies in our economy. These do admittedly 
play a part in restricting the possibilities of supply, especially in 
housing, public transport, public health services, etc. Our Reports 
have for a long time emphasized the harmful effects of inadequate 
investment in the social infrastructure. It has been repeatedly stated 
that this inadequacy would be reflected, sooner or later, in cost and 
price increases. But it is not wise to expand monetary demand while 
disregarding the possibility of bringing supply into line with it, as if to 
emphasize past mistakes; for the short-term effect will not be to 
improve supply but only to curtail the purchasing power won through 
the labour conflicts. 

The problem of the relationship between the rate of inflation 
and structural deficiencies is bound up with observance of the con- 
ditions for monetary stability; for the latter to be maintained, it is 
necessary that the increase in monetary demand due to wage increases 
should be coupled with a corresponding growth in the real flow of 
resources. This correspondence can also be achieved as the structural 
deficiencies are remedied, but inevitably at a slower pace than for 
short-term variations in economic conditions. 

In most cases, however, the adaptation of the social infra- 
structure has not run up against any financial limits, nor, certainly, 
have such restrictions hampered the building of workers’ dwellings; 
the limitations have been, and are, of a different nature, and their 
removal calls for unremitting effort by the public authorities, an 
arduous task which cannot be implemented merely by public opinion. 
If there is an inadequate supply of social services, it may be decided 
to impose administrative restrictions on prices; but it is essential to 
realise the inherent contradiction in policies which expand pur- 
chasing power when they give rise, sooner or later, to the need to 
introduce price controls in order to defend the purchasing power 
which has been so liberally distributed. The defence may furthermore 
prove to be illusory if the excess demand is concentrated in the 
sectors where the controlled price list does not apply: the ultimate 
result may be even larger price rises or increased imports, or both 
these phenomena. 
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Inflationary impulses from abroad will continue in 1970 to be 
one of the factors pushing up domestic prices, but they will be greatly 
aggravated by wage increases. According to estimates made at the end 
of last year by the Technical Committee of the Ministry for the 
Budget, the average increase in the cost of labour per worker in the 
economy as a whole in 1970 is likely to be 13 per cent. More recent 
data from another source point to an even larger average increase of 
about 16-17 per cent. 

In the industrial sector, which is more affected than the others 
by the wage claims, the rises are expected to be higher; according to 
the estimates of the above-mentioned Committee, the increase in 
industrial earnings in 1970 is likely to be between a minimum of 11 
per cent in the sector for which no renewals of contracts are 
scheduled and a maximum of 21 per cent in the other sectors; in the 
latter, according to other estimates, the increases will be very much 
greater. 

The differences in wage movements are, however, merely tem- 
porary and tend to disappear as the wage contracts in other sectors 
expire, as is shown by the textile sector, where workers have obtained 
an increase similar to that in the engineering sector. 

With further contracts expiring during the year, three quarters 
of all industrial workers will have received wage rises representing 
practically uniform rates of increases by the end of 1970. This 
uniformity is in contrast in the various sectors to the very wide range 
of changes in productivity; for instance, with regard to the industries 
whose contracts have already been renewed, there is a great dif- 
ference between the metallurgical and chemical industries on the one 
hand, and the engineering and textile industries, on the other. In the 
case of the former, both very capital-intensive industries, with rela- 
tively newly-constituted and therefore technologically advanced 
plants, the productivity increases are high; in the case of the latter, 
conditions are much less favourable, factors contributing to this being 
the existence of firms which differ greatly in efficiency and size and 
also the limited impetus imparted by scientific research and technical 
innovations. For the engineering industries, furthermore, the situ- 
ation is made more serious by the fact that the prices of their raw 
materials rose particularly sharply during the year. 

In any case, the rate of wage increases in general has been more 
than double compared to the productivity gains possible in the most 
rapidly advancing sectors. Consequently, the wage rises are bound to 
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be reflected, to a greater or lesser degree, in higher labour costs per 
unit of output, and although their extent will differ from sector to 
sector they will be sufficient to create serious difficulties for the 
maintenance of financial balance by enterprises, even assuming that 
they are partly transferred to prices. 

Still according to the above-mentioned document produced by 
the Ministry of the Budget, the maximum limit beyond which indus- 
trial prices should not be allowed to increase is 6 per cent. This limit 
is seen to have already been exceeded in view of the difference of 6.5 
per cent between the level reached in March 1970 and the average for 
1969, while compared with the figure for a year earlier it works out at 
nearly 9 per cent, so that the rate of increase in prices in Italy, which 
had been below that in other Western countries up to last year, is 
now greater than that in most of them. 

The difficulties experienced by small and medium-sized firms - 
on which the impact of prime cost is generally stronger — are sapping 
their capacity to survive, so that they are tending to seek protection 
from big companies, even abroad, or from public enterprises. 

Many foreign enterprises are acquiring participations in Italian 
firms, thus in a number of cases weakening their autonomous and 
promising growth potential. In other cases, Italian firms are taken 
over by others in the public sector of the economy. Often, the price is 
paid to the foreign holding companies in whose name all or part of 
the shares in the enterprises taken over had been registered. The 
concentration of means of production in the public sector sometimes 
leads to a technical improvement in the enterprises, but in other cases 
to a restriction of the area of competition or to the forced rescuing of 
inefficient firms, both of which developments are harmful to the 
proper working of the mixed economy. 

The promise of credit facilities in order to halt these processes 
does not help, because there are limits not only to credit-granting 
possibilities but also to the firm’s capacity for taking up credit. It is 
therefore necessary to examine the mechanism of business financing. 

In the last twenty years, enterprises have financed their in- 
vestment by increasing their recourse to borrowing; this, in turn, has 
taken the form of indebtedness to financial intermediaries. The effect 
of this process has been an increase in the financial intermediaries’ 
raising of funds through the creation of liquid or quasi-liquid credit 
instruments. In the five years 1951-1955, loans to the economy 
through the direct issue of credit instruments represented 13.8 per 
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cent of overall financing; this ratio decreased to 11.3 per cent in the 
period 1956-1962 and to 8.2 per cent in the period 1963-1969. In the 
same period, the public’s liquid assets rose by annual averages of 14.4 
per cent, 13.2 per cent and 12.4 per cent, while the rates of increase 
in the gross national product at current prices were 10.2, 8.9 and 9.5 
per cent. 

The method mainly used by enterprises to meet their long-term 
financial requirements was to borrow from the special credit insti- 
tutions, often at rates subsidised by the government. The special 
credit institutions, for their part, obtained the funds by issuing bonds, 
which were largely subscribed by the banks. This financial circuit and 
the preferences of savers, together with the reduced share of direct 
financing, led to the formation of large balances of money and 
quasi-money mostly in the form of bank deposits. 

The separation of the centres of savings formation from those 
making the investments became gradually more pronounced; in 1969 
the share of net household savings in relation to total savings rose to 
80 per cent. This not only proves that the process of financing 
depends on the continuity of household saving but also indicates the 
complexity of the financial intermediaries’ task of supplying both the 
public authorities and business with the funds they require for their 
activities. 

The harmful repercussions are most noticeable in private enter- 
prises, which, owing to their present financial situation, seem to have 
little inclination to compensate for the shortage of risk capital by 
further borrowing. Public enterprises are less sensitive to the burden 
of indebtedness, since they are less hard-pressed both by the require- 
ments of business liquidity and by those of the rate of return on risk 
capital. The Report shows that in the past six years there has been 
approximate equality between public and private enterprises in the 
rate of gross saving; the former, however, have made bigger increases 
in their fixed technical assets, so that their rate of self-financing is 
lower than that of private enterprises. In industry, fixed investment 
undertaken by public enterprises in 1969 represented 38 per cent of 
the sector’s total investment. 
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Interest Rates, Inter-bank Competition and Organisation of the 
Capital and Money Markets 


The wide fluctuations in interest rates have revived discussion 
concerning the relationships between prices, interest rates and mon- 
etary policy. Without embarking on theoretical arguments, we think 
that it can be said that in the presence of inflationary expectations 
nominal rates reflect these expectations, generally with a time-lag, 
and tend towards the maintenance of a relatively stable level of real 
returns, which, furthermore, under the pressure of increasing 
economic interdependence, tend to assume fairly uniform values in 
the markets of all developed countries. 

History shows that changes in prices are usually coupled with 
changes in interest rates in the same direction; this has been observed, 
for instance, in the United States and the United Kingdom over the 
decades. This relationship was suddenly disrupted at the time of the 
second world war; in both the United States and the United 
Kingdom, during the war and the immediate post-war period, the 
expansion of the public debt was accompanied by stability of interest 
rates, achieved by policies of rapid expansion of the money volume 
coupled with compulsory curbing of private expenditure. At the 
beginning of the 1950s, interest rates in both countries were at 
abnormally low levels. It was in this situation that their rise began. 
The increase was gradual, although in the United Kingdom the 
maintenance of external equilibrium necessitated a structure of in- 
terest rates higher than that ruling in the United States. In more 
recent years, inflationary expectations have played an important part 
in bringing about the rise in nominal rates. 

In both the United States and the United Kingdom, 1969 was 
the year in which there was an accentuation of monetary policies 
mainly based on control of the quantity of money. While those 
interest rates which were free to move reached very high levels, those 
which were held down by administrative regulations created greater 
tensions in the market areas where freedom prevails. It would appear 
that the peaks have been reached, but it is also probable that the 
failure to control inflationary pressures and expectations of their 
continuance will keep interest rates at high levels in the immediate 
future. 

This picture of extreme tension in international interest rates 
and growing difficulties in controlling capital flows forms the back- 
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ground to the decisions taken by the Italian monetary authorities in 
the first half of 1969, which became operative in the second half of 
the year. These measures were inspired not only by the need to help 
to reduce the pressures leading to capital exports by promoting the 
alignment of domestic interest rates with international rates, but more 
particularly by the conviction that the inflationary pressures from 
abroad which appeared in the Italian market in the first half of 1969 
would be supplemented by other impulses - the full force of which 
was not known when the decisions were being made - deriving from 
the settlement of labour disputes affecting a large number of de- 
pendent workers. 

The manner in which the increase in interest rates took place in 
Italy will be discussed a little further on; with regard to the choice of 
timing, it should be emphasized that this made it possible, within a 
period of about six months, for Italian interest rates to be brought to 
a level close to the highest prevailing abroad. 

As interest rates in Italy had approached the peak at the time 
when in the major markets, despite some contrast, a downward trend 
was becoming apparent, the problem arose whether this movement 
ought to be followed or if, on the other hand, it was and is advisable 
to aim at a relationship between Italian and foreign interest rates 
corresponding to the need to attract capital to Italy. The progress of 
integration within the European Economic Community, the possible 
enlargement of the Community and a policy of increasing partici- 
pation in international markets, together with the acceleration of the 
adjustment of Italian wage levels to Community levels, theoretically 
give Italy the position of a net capital-importing country, at least as 
long as there is a gap between the amount of capital available per 
person employed in Italy and that in the other industrial countries of 
Europe. 

In order to interpret the policy pursued with regard to interest 
rates, it is necessary to mention the distinctive features of the Italian 
market, from the point of view both of the responsiveness of rates to 
changes in the monetary base and of the interdependence between 
short- and long-term rates. 

The monetary authorities create the so-called monetary base, 
consisting of the legal tender and of financial assets which are eligible 
without limits for inclusion in the obligatory reserves or freely con- 
vertible into cash at the central bank. In relation to the trend of 
income and its distribution and to the changes in the interest rate — 
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variables which in turn are influenced by the speed of creation of the 
monetary base and the channels through which this takes place — the 
public decides what proportion of the above-mentioned assets it will 
hold and what proportion it will transform into bank deposits or 
securities. An increase in the interest rate leads to a reduction in 
demand for the monetary base from the public and a growth in 
formation of bank deposits. According to the results of econometric 
surveys, it seems safe to say that, between these two assets, there is a 
substitutability ratio capable of converting, out of present holdings, 
about 300 million of currency into deposits within the period of one 
year if there is an increase of one percentage point in their rate of 
return; this effect is further heightened by the action of the credit 
multiplier. This means that the results of a restrictive monetary policy 
would be much more strongly felt, but with a possibility of giving rise 
to the distortions vhich have been experienced elsewhere, if the 
banking system were unable to absorb, by means of the free deter- 
mination of rates, at least the first impact of the restrictions, or if, at 
times of administrative limitations on rates, there were not available 
on the market a sufficient amount of short-term securities whose yield 
could vary according to the liquidity situation. 

Since in Italy the ratios between monetary and quasi-monetary 
balances on the one hand, and the gross national product, on the 
other hand, are very high, it would appear desirable to create a more 
appropriate structure of yield on financial assets. A contribution to 
the attainment of this aim might be made by the observance of limits 
to the rate applicable to bank deposits; this would entail the necessity 
of offering the public money-market securities at rates not subject to 
administrative restriction and extremely sensitive to variations in 
market conditions, which could serve as a vehicle for the investment 
of liquid funds not going into bank deposits. 

The deeper knowledge of our economic system, and the trans- 
formations to which it is subject, could not fail to be reflected in our 
attitude towards the possible solutions of the complex problems with 
which monetary policy is faced. With regard to the interest rates 
charged on loans and paid on deposits, our policy as expressed in the 
Report to General Meeting held on 30th May 1962, “has always been 
to prefer those types of restraint which work through agreements 
among the banks themselves. We have no intention of suddenly 
adopting the kind of intransigent attitudes for which we sometimes 
chide our colleagues in the banks, and we shall resist the proposals, 
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which are often made to us, to adopt coercive controls which, in our 
view, are humiliating both for those who impose and for those who 
are subject to them”. In the same year we stressed the desirability of 
introducing limits on the rates applicable to inter-bank accounts. 
Subsequently, however, we modified this attitude and at the be- 
ginning of this year we lifted the restrictions on the determination of 
interest rates which can be paid on inter-bank accounts. We felt that, 
by this measure, we were giving a start to the creation in our country 
of a market through which the liquid funds of banks will be redis- 
tributed on the basis of the indications derived from the fluctuations 
in interest rates. 

In the five-year period 1964-1968, under the pressure of 
increasingly keen competition between banks, interest rates on de- 
posits rose at a moderate but steady pace, while lending rates showed 
a tendency to decline, fluctuating as the monetary situation changed 
in the various phases of the business cycle. In the first half of 1969, 
lending rates remained fundamentally stable, despite the obvious 
upward trend of prices; in the second half they began to increase. The 
rise in deposit rates quickened in the first quarter of 1970. 

A survey of the data on the rates applied to bank lending 
operations, started in January 1969 in cooperation with a group of 
highly mechanised banks which administer more than half of the 
country’s deposit funds, revealed a continuous increase in bank 
financing costs from the third quarter of 1969, which became more 
marked at the time of the changes in the official discount rate. From an 
overall average of 6.81 per cent at the end of June, the figures rose to 
7.51 per cent at the end of September, 7.99 per cent at the end of the 
year, and 8.22 per cent at the end of March 1970, with a wide spread 
between the values observed. The rates rise gradually from the centres 
in the Western regions of the country to those in the East and from the 
North to the South, with the exception of Central Italy; the discrepancy 
is more than offset by the far-reaching special allowances enjoyed by 
the Southern regions and the Islands. 

The process of adjustment of rates in the second half of 1969 
was faster in the case of lending rates, owing to the characteristic 
“stickiness” of deposit rates; this enabled banks of all sizes to achieve 
satisfactory financial results. On the other hand, the trend in the first 
months of this year suggests that, partly also owing to the heavier 
administrative expenses resulting from higher personnel costs, the 
banks’ profit and loss accounts will come under heavy strain. It is 
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quite possible that smaller banks will suffer more from this than the 
large ones, so that the process which, in the banking sector as in 
others, is driving enterprises towards concentration will receive a 
further impetus. We confirm that we are watching this process closely 
and that it is not regarded as being contrary to the public interest 
provided that it does not jeopardize a banking structure capable of 
preserving a high degree of internal competition. 

In the Italian credit system, the competitive factors are relatively 
more important than in many other countries. The revival of latent 
competition in recent years probably had its origin in the economic 
expansion which increased the degree of integration of the Italian 
economy into the international system. The recent course of mon- 
etary policy has, in turn, helped to intensify competition. Its strength- 
ening is confirmed by the reduction in the profit per lira handled by 
the banking system. The rise in the cost of raising funds has been 
offset by rapid rationalisation, which has greatly reduced the incid- 
ence of overheads and checked the decline in unit profits. 

The alignment of bond rates began in the second half of 1969; it 
took place in a series of sudden movements, separated by periods of 
relative stability. Recourse to a gradual adjustment created greater 
uncertainty in investors regarding future tendencies than would have 
been produced by an adjustment made in one single step, even 
though larger. The choice of method was prompted mainly by two 
considerations: 


a) an immediate adjustment might have led to a volume of 
bond sales beyond the monetary authorities’ possibilities of control; 


b) the adjustment coincided with the period of unrest con- 
nected with the trade union disputes; too sharp a fall in prices might 
have been interpreted both at home and abroad as a sign of crisis. 


The monetary authorities preferred just to reduce their inter- 
ventions gradually as rates declined. At the beginning of this year, it 
was decided to cease intervention completely, except in the case of 
nine-year government bonds. Looking at the whole period of time 
during which Italy has changed over from an era of stability of rates 
to one of variation, it is found that the average decline in prices for 
our bonds has been the same as elsewhere. 

An examination of the trend of subscriptions for bonds shows 
that the expectations of impending declines in prices in our market up 
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to March 1969 produced their first effects from the month of July, 
with an appreciable slackening in demand for bonds by both insti- 
tutional and private investors, but without the occurrence of any 
major portfolio disinvestments. In particular, an examination of the 
behaviour of banks shows that the sales of bonds in the period of 
declining prices largely formed part of their normal activity as inter- 
mediaries and that the volume of bank portfolios increased, from July 
to December, by 362 billion lire. 

A special situation arose in the field of mortgage bonds, which 
had in the previous year benefited by a tacit guarantee of repurchase 
at the selling price by banking institutions connected with the bodies 
issuing them. This guarantee, which had made it possible to expand 
the mortgage bond market on the one hand, had on the other hand 
induced among subscribers the belief that they represented a sub- 
stitute for deposits — that is, that they were transformable into cash on 
sight. When the gap between the yield on mortgage bonds and that 
on other bonds became too wide, the holders of mortgage bonds, 
considering the sacrifice of yield excessive in comparison with the 
advantage of the price stability, showed a tendency to dispose of 
them. The continuation of support for the prices might have forced 
the banks engaged in the support operations to resort to financing 
from the Bank of Italy. In order to avoid the excessive creation of 
liquidity which might have resulted from this, the authorities intro- 
duced a premium which rose according to the date of repayment or, 
as an alternative, an increase from 5 to 6 per cent in the nominal rate 
on old mortgage bonds, the resultant burden being borne by the 
government budget. 

The decline in bond prices and the corresponding rise in actual 
yields were associated with the widening of the gap between bonds 
with higher coupons and bonds with lower coupons. The gap is due 
to the fact that private savers, with an eye to a possible sale of the 
bonds before maturity, prefer those with a higher immediate rate, 
since in that case they possess something certain, the coupon, as 
compared with an uncertain and remote factor, namely the re- 
demption price. 

With a view to defining the lines which will guide the policy of 
regulation of the long- and short-term credit market and of inter- 
vention by the Bank of Italy in the bond market, it seems worthwhile 
to review the behaviour of the central bank during the past four 
years. Some people have said that the policy of supporting the prices 
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of bonds, introduced in 1966, caused an excessive expansion of the 
economy’s liquidity and prepared the conditions in which the current 
inflationary phenomena have occurred. It has been asserted by others 
that the discontinuance of this policy should have taken place earlier; 
while others, again, have stated that the policy should not have been 
discontinued at all. 

The policy of intervention on the bond market in order to 
stabilize prices was introduced by the Bank of Italy in the second 
quarter of 1966 with the object of achieving two aims: 


a) to ensure the allocation to the public of new issues of 
substantial absolute amount, greater than was customary on the 
Italian market, by increasing the propensity of private individuals to 
invest in bonds thanks to the reduced risk of capital loss; 


b) to prevent a rise in domestic interest rates during a period 
of insufficient public and private investment activity. 


Of the two aims pursued by the stabilization policy, that of the 
creation of a wider bond market was largely achieved. Purchases of 
bonds by the public in the three years 1966-1968 amounted to 1,300 
billion on an annual average, against about 600 billion in the pre- 


ceding three-year period, and even in 1969 they remain above 1,000 
billion. Despite the unusually large volume of the new issues, the 
ratio between bonds placed with the public and the total of issues 
returns to high levels between 1966 and 1968. 

The object of stimulating investment activity was only partly 
attained; a more aggressive policy might have been desirable, but it 
would have been imprudent to implement it by pushing the level of 
interest rates down still further, since under changed market con- 
ditions the process of adjustment would have been more difficult. 
When the above-mentioned policy was decided upon it was not 
foreseen — nor perhaps could it have been — that long- and short-term 
interest rates abroad would rise to such exceptional heights; more 
pragmatically, it was in fact decided to take a cautious line. 

It certainly cannot be said that, during the period under review, 
the policy pursued by the Bank of Italy had the result of making it 
lose control of the process of creation of the monetary base. The 
latter increased to the same extent as the national income in current 
terms, during a period in which the price rise showed no sign of 
acceleration. The base created produced a growing expansionary 





Concluding Remarks for 1969 317 


effect because the banking system operated with a lower ratio be- 
tween liquid funds and deposits, and this in fact was why the Bank of 
Italy, in the middle of 1969, exercised tighter control over the 
system’s liquidity. The money volume increased at rates below those 
of the long-term average trend, and this development may be at- 
tributed to the stabilization policy pursued with a view to transferring 
the public’s preferences towards bonds. This assertion does not con- 
tradict the preceding one, to the effect that the financial circuit via 
which firms financing took place led to the formation of large 
monetary and quasi-monetary balances consisting mainly of bank 
deposits; it merely means that the process of formation of these 
balances was not accelerated by the central bank’s policy regarding 
the purchase and sale of bonds. 

The critics who maintain that the policy of supporting bond 


prices was changed at the wrong time put forward two main lines of 
argument: 


a) they claim that the new policy was decided upon primarily 
in order to reduce the balance-of-payments deficit created by capital 
exports; it would have been preferable, they say, for this purpose to 
resort to the stricter implementation of administrative controls; 


b) the alignment between domestic and foreign interest rates 
ought really to have been brought about at the time when fluctu- 
ations, even over a wide range, in the latter appeared to indicate a 
downward trend; it would have been better to hold back until 
equilibrium was re-established at a lower level. 


We believe that we have already answered both these objections; 
we have confirmed that it is not true that the decisions adopted in the 
first half of 1969, and implemented in the second half of that year 
and at the beginning of 1970, were inspired only by balance-of- 
payments conditions. The gradual abandonment of the supporting of 
bond prices forms part of the set of measures adopted by the Bank of 
Italy in order to exercise more direct control over the creation of the 
monetary base. In a period marked by growing price tensions and 
expectations of their aggravation owing to higher production costs, it 
appeared desirable to put an end to the economy’s possibility of 
obtaining a monetary base theoretically unlimited in quantity by the 
sale of bonds which would be automatically absorbed by the Bank of 
Italy’s purchases. 
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In the first half of 1969, the outlines of the present situation 
were in fact becoming sufficiently apparent, this situation being 
characterised by the importance assumed by the irregular behaviour 
of autonomous factors contributing to the creation of the monetary 
base, i.e. the balance of payments, preponderantly influenced by 
capital movements, and the Treasury. We have emphasised more than 
once that, since the second half of 1969, the Treasury’s requirements 
have been practically the only factor in the creation of the monetary 
base. It should be added that, in a number of cases, even the Bank of 
Italy’s operations with the banks are due to the requirements of local 
authorities or social security bodies; the Bank assists those banks or 
central institutions which require money for this or that purpose 
among the large municipalities which would otherwise find it im- 
possible to pay the salaries to their own employees. Somewhat similar 
cases occur when the banks subsidize social security bodies so as to 
prevent the cessation of hospital assistance. In these cases, as in those 
described above, the monetary authorities’ interventions have been 
dictated by considerations not properly pertaining to the policy they 
are entitled to pursue; we are convinced that, under present con- 
ditions, interventions of this nature cannot continue and we consider 
it our duty to act accordingly. 

In view of the growing deficits of the public sector, which occur 
at irregular intervals, it would be imprudent to reintroduce a policy of 
unlimited support of bond prices. In case the Treasury deficit grows 
out of proportion to the economy’s possibilities and the capital 
market has to be protected, partly in the interests of the Treasury 
itself, from the disturbances which would inevitably result, a buffer 
must be created between long-term securities and the rest of the 
financial system, so that the pressure exerted by the Treasury’s 
requirements of funds is reflected in a rise in short-term rates without 
immediately affecting yield on all other financial assets. In other 
words, the capital market must be made more independent of the 
Treasury deficit so as to prevent the deficit from becoming the main 
factor determining long-term rates. This could be achieved by making 
short-term rates more sensitive, although this effect is limited by the 
speed with which impulses are transmitted to the other rates in the 
system. An efficient money market is even more necessary when, 
under conditions of growing budget deficits, two further unbalancing 
factors come into play, one being due to the time-lag between the 
fund-raising operation represented by the issue of bonds and the 
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corresponding expenditures and the other being connected with 
erratic movements in public requirements, due to events of various 
kinds which administratively impede the flow of collections or of 
payments. As these factors are largely exogenous, it is desirable that 
the fluctuations which they impart to the monetary base in the short 
term should be reflected in variations in short-term rates, so as to 
restrict the extent of those in long-term rates and thus make possible 
the orderly operation of the capital market. 

The creation of a new type of Treasury bill for free investment, 
the re-implementation of central bank policy on discount rates and 
on rates on advances, accompanied by the introduction of a 
differentation of these rates, and the liberalisation of the rates on 
inter-bank funds, were all measures aimed at promoting, in our 
system, the organisation of a more responsive money market. Over 
the next few months this mechanism will have to be refined; to this 
end, the Treasury’s requirements will have to be financed to a larger 
extent by means of money-market paper and possibly of medium-term 
bonds to be offered for subscription to the public at the Bank of 
Italy’s branches at variable rates of interest. We also think that the 
Central Post Office Saving Funds could be financed by the issue of 
savings certificates bearing interest at a rate extremely sensitive to 
variations in money-market conditions; if the recently created Pro- 
vincial and Municipal Credit Department were to place all or part of 
its securities with the Central Post Office Savings Fund, it would be 
possible to provide the money necessary for financing local auth- 
orities by resorting alternatively to capital-market or money-market 
instruments. 

At the same time, the Bank of Italy might intervene more 
directly to guide the banks in determining their deposit rates. This 
does not mean that the central bank wishes to return to the so-called 
compulsory cartel; the intention is rather to exert supervision on the 
banks coupled with a system of incentives. In the case of banks which 
obtain deposits by offering interest rates within the maximum limits 
fixed by the authorities, it would be possible to apply an increase to 
the interest rates paid on sums deposited in the obligatory reserves. 

To sum up: 


a) in view of the persistence of large public-sector deficits and 
the irregularity of their appearance, we do not consider it possible 
for the central bank, although continuing to purchase long-term se- 
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curities, to provide an unlimited guarantee of the stability of their 
interest rates; 


b) we consider it necessary to protect the capital market by 
the organisation of a money market on which the public is offered the 
possibility of subscribing to short-term securities the price of which 
varies freely in accordance with market conditions; 


c) supplementing this action, and insofar as it is found possible 
to ensure that the public’s monetary holdings are not diverted to 
unregulated markets, it is considered desirable that the Bank of Italy 
should perform the function of coordinating the behaviour of banks 
with regard to the fixing of rates on deposits by periodically assessing a 
maximum limit, related, with suitable differentials, to some of the 
more significant rates observed on the capital and money markets. 


This action will be facilitated if the public bodies will refrain 
from asking the banks with which they deposit their liquid assets to 
pay interest rates exceeding the maxima indicated by the monetary 
authorities. It must be admitted that, in recent times, the action of 
public bodies has contributed to the disorder in the field of deposit 
rates: bodies holding liquid assets of several hundred billion lire have 
a bargaining power which exempts them from the limitations to 
which ordinary depositors are subject. When they take advantage of 
their bargaining power, they actually increase their own funds by 
imposing a kind of tax, the burden of which is transferred to the 
economy as a whole. 

The forms of financing of the public and private sectors must be 
adapted to new conditions. The field of activity of bodies that can 
raise funds only through the issue of bonds has widened greatly and is 
continuing to grow. Inflationary pressures have become stronger and 
their appearance has led to an extension of the range of measures 
whereby the various social groups protect themselves from their ef- 
fects. 

In this situation, it is increasingly essential for the financing of 
the public sector to be effected through the issue of bonds with yields 
that are more sensitive to market conditions. An example of this new 
trend is the ENEL loan placed abroad this month. The success 
achieved by this loan, at time when fixed-interest securities were not 
finding buyers, shows that, in the present circumstances, international 
markets attach more importance to the flexibility of the coupon, in 
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both directions, than to a constant high level of effective yield at ma- 
turity. 

The Bank of Italy regards it as its duty to adapt the organisation 
of the capital and money markets so as to ensure their orderly 
operation, and in this endeavour it will enjoy the cooperation of the 
banks and other credit institutions. We wish in this connection to 
emphasize the assistance obtained particularly from the public-sector 
institutions and the “banks of national interest” in the allocation of 
bond issues. The alignment of the yields on fixed interest securities on 
the Italian market with the higher levels prevailing on the inter- 
national market and in other national markets gives us greater 
freedom of action. The Bank of Italy will check that the volume and 
timing of issues of securities for public subscription are consistent 
with the domestic and international markets’ absorptive capacity. 
Further amounts may be purchased directly by the Bank of Italy 
insofar as this does not encourage inflationary processes. Should the 
issues offered on the market not be fully subscribed, the Bank will 
duly respect these limits and refrain from intervening to take up the 
amounts remaining unsold. 


Public Expenditure and Credit Control 


In last year’s Report, when examining the general economic 
situation at the beginning of 1969 and emphasising the improved 
trend of domestic demand, we did not fail to mention certain less 
favourable signs which were appearing in our economy and which, 
coming on top of the uncertainties prevailing at the international 
level, made it necessary for us to take great care to ensure that the 
line of monetary policy which we had adopted, designed to promote 
the continuation of the expansionary phase, should not promote 
inflationary pressures. In the following months, the destabilising 
influences became stronger; the contrasting features in the economic 
picture became increasingly numerous and the succession of events 
more and more rapid, so as sometimes to give rise to contradictory 
interpretations which made it difficult to decide what measures to 
adopt. 
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In view of the increased expectations of inflation and of a 
balance-of-payments deficit running far in excess of the limit of about 
500 billion lire — the amount declared to be maximum that could be 
offset by the Bank of Italy’s intervention from the point of view of its 
repercussion on the process of creation of the monetary base - the 
Bank took action, in the second and third quarters of the year, to 
slow down that process. As there was a substantial increase in demand 
for monetary base by the public at the same time, the central bank’s 
decision led to sharp reduction in bank liquidity and a slackening of 
the credit expansion. In the fourth quarter, partly in order to meet 
the persistently growing demand from the public, the creation of 
monetary base was speeded up again and raised to an annual rate of 
about 11 per cent. At the end of December, the banks’ liquid assets 
were close to their September level, the contraction in the course of 
the year amounting to 323 billion lire. The demand for credit was 
being met at increasing rates of interest. 

The events of last autumn caused very serious losses in pro- 
duction and their effects are still being felt. Although the labour 
disputes were concluded by negotiations at national level, serious 
disagreements remained at factory level, where it is often still not 
possible to achieve an output matching orders. The recovery has 
therefore been far from complete and the failure of labour relations 
to return to normal is giving rise to new uncertainties. Further 
disputes in connection with renewals of agreements in other im- 
portant sectors, such as the textile and electrical industries, gave rise 
to major strikes, mainly in March and April; other production losses 
have been caused by the general strikes held in favour of social 
reforms and as a protest against the cost of living. In the first quarter 
of 1970, industrial output was 5.2 per cent up on the same period of 
1969 and in March, allowance being made for seasonal variations, 
only 2.5 per cent above the July 1969 peak; the preliminary data for 
April show a further weakening of the trend. The unsatisfactory 
recovery in production reduces the possibilities of reabsorption of the 
increased costs, and the shortening of working hours, together with 
the limitations imposed on overtime, results, in view of the shortage 
of skilled labour, in a reduction of available productive capacity. 

On the demand side, the rise in the income of dependent 
workers will probably bring about an increase in consumption which, 
in monetary terms, has been estimated at an average of about 14 per 
cent for 1970. As for fixed investment, if the present capital in- 
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vestment projects of public and private enterprises are carried out, in 
view of the rise in prices, the rate of growth in expenditure is likely to 
be much higher than that forecast for private consumption, although 
residential building is likely to show little progress in real terms this 
year after the marked expansion of the last two years. There should 
also be a sharp rise in demand owing to the need to replenish inven- 
tories. 

The Report stresses the obstacles that are encountered, both in 
Italy and in many other countries, by a policy aimed at coordinating 
the volume of public expenditure with the other components of 
demand so as to ensure economic equilibrium. The Report states that, 
on top of the time lag which elapses between the manifestation of the 
economic phenomena and their statistical recording, there is also a 
decision time, at parliamentary and government level, and an im- 
plementation time, at administration level. This makes it difficult to 
foresee sufficiently accurately the consequences of expenditure de- 
cisions which have accumulated in periods different from those in 
which the expenditure actually takes place. 

Consideration of the period 1951-1969 leads to the general 
conclusion that government departments are unable to adapt their 
action to the changing needs of the economy. 

Only in 1965, and to a lesser extent in 1968, did they exert a 
substantial corrective influence on the general economic trend by 
contributing appreciably to the growth of income at a time when 
current-account in the balance of payments was showing a surplus and 
there were no price tensions. 

In 1969 as a whole, the public authorities’ action was less 
expansionary — which seemed to be consistent with the changed 
situation as regards the balance of payments and prices. There was, 
however, an increase in current expenditure, while investment 
showed a substantial decline. Moreover, this expenditure was concen- 
trated in the second half of the year and accelerated in the first few 
months of 1970. 

If this rate of expansion were to continue, overall domestic 
demand, in monetary terms, would increase in 1970 to an extent far 
in excess of the possibilities of adjustment of supply, leading to price 
rises much larger than the maximum which has on many occasions 
been stated to be acceptable. 

The price system is passing through a phase of marked strains. 
The prices of manufactured goods have already been discussed; in 
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March, wholesale prices were 9.1 per cent higher than a year earlier, 
which represent an average increase of 6.3 per cent for the year, even 
if they were to remain unchanged for the rest of 1970; but the trend 
is still upwards. The rise in prices for capital goods has been particu- 
larly sharp; in March the cost of a residential building was 20.9 per 
cent above the value twelve months earlier. The increase in prices 
for machinery and equipment was also pronounced, this being a 
phenomenon common to the main international markets, which 
confirms how phases of overheating mainly affect capital goods, 
owing to both the greater variability of demand and the structure of 
supply, which is increasingly characterised by a high degree of special- 
isation. The price rise is less marked in the case of consumer goods, 
the index of which in March was 5.0 per cent higher than twelve 
months earlier. 

The anxieties due to this state of tension, present and expected, 
cannot be allayed merely by the knowledge that it fits into an 
inflationary international context. In this connection, it should be 
recalled that, although it has become customary, in considering the 
price policies pursued by enterprises, to relate them to the changes in 
prices in competing countries and although, for the economy as a 
whole, the idea of relative stability has now become commonplace 
(this concept being understood as the acceptance of an inflationary 
component provided that it remains within limits not exceeding the 
average in other countries), this does not mean that this idea can be 
regarded as a valid standard for any rate of price variation. Its 
observance could avoid balance-of-payments disequilibria, but it does 
not solve, within the country, the no less serious disequilibria which a 
large rise in prices creates in the distribution of income and in the 
formation and utilisation of savings. 

It is true that in the short term the increase in prices, by 
improving profit formation, can assist investments; but the price rise 
produces a far more harmful economic effect, curtailing the pur- 
chasing power of fixed-income earners, creating confusion in savers’ 
preferences with regard to the various financial assets and deranging 
the channels through which funds flow. The financial system is thus 
confronted with two categories of difficulties, namely those due to 
the quantity of funds required in relation to the volume of additional 
demand and those which the price rise creates in the process of 
formation and channelling of savings. 
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It must therefore not be forgotten that we have to compare, at 
least in the short run, the possibilities offered by the productive 
system with the demand. The proportions which certain fundamental 
economic variables will assume in 1970 will be conditioned by events 
which have already occurred, including, as already mentioned, the 
expansion of private consumption. But the latter is a limiting factor to 
which the two other main components of domestic demand, the 
current expenditure of the public sector and capital investment ex- 
penditure, will have to adjust themselves. The fact that the pressure 
on resources is already excessive is shown by the trend of prices and 
of the current account of the balance of payments. 

In the present circumstances, there is therefore an alternative 
between investment, on the one hand, and public consumption, on 
the other. A contraction of the former would greatly hamper the pace 
of future development, with repercussions on employment and the 
competitiveness of Italian products, and would also mean giving up 
productivity gains that are necessary in order to neutralise, at least 
partially, the large increases in labour costs. Already in the 1960s the 
rise in investment was very low, constituting the most unsatisfactory 
aspect of the economic results of the whole decade and contrasting 
sharply with the development in the 1950s, when the upward trend 
in investment was appreciably faster than that in income. The fact 
that, despite this profound difference, the rate of growth of income 
was nearly the same in the two periods, was possible — apart from the 
different nature of the effects produced by the application of techno- 
logical progress — by the very large extent to which advantage was 
taken of external economies in the more industrialised areas of Italy. 
Thus, coupled with the task of speeding up the industrialisation of 
Southern Italy, there is also the urgent need to bring the economic 
infrastructure up to standard throughout the whole country. It is 
therefore in the public sector — also owing to the unified direction of 
its main component, the government - that the problem of the 
compatibility between the volume of available resources and the 
extent of the demand first of all arises, together with that of the 
assignment to the latter of an order of priority based strictly on the 
need to remedy the serious lack of infrastructure. 

It may happen, however — and it seems far from improbable - 
that notwithstanding the gravity of the situation the necessary sense 
of proportion will be lacking owing to ever-increasing pressures from 
all sectors. Even in the last few months, the Treasury, on which the 
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financial repercussions of these pressures ultimately converge, has 
been assuming sole responsibility for the creation of new monetary 
base, although this appears for the moment to be partly due to 
making up for enforced suspensions of operations at the end of last 
year. If the growth in public expenditure cannot be restrained, it 
would be difficult to avoid a worsening of the tensions which are at 
present hampering the re-establishment of real and financial equi- 
librium; these tensions are already going beyond the limits envisaged 
at the beginning of the year, which were themselves wide but in a way 
accepted as being inevitable, and in the long run regarded as capable 
of being offset by future increases in production. 

Prices have reached higher levels than were expected; demand 
for credit remains high, although its cost is rising, pushed up by 
investment requirements, the volume of which is being increasingly 
influenced by the nominal component, and for which cover is 
increasingly being sought in sources of finance outside the enterprises 
concerned; and there is continually growing demand for funds on the 
market for fixed-interest securities. In these circumstances, it is ex- 
tremely difficult for the responsible authorities to maintain control 
over the volume of credit, when the task of regulating demand is left 
to this alone. There is an urgent need for this to be reinforced by an 
effective budgetary policy which, in awareness of the limits to be 
observed with regard to public indebtedness and of the consequences 
which would result for monetary equilibrium if these limits were 
exceeded, takes steps to spread out over time the actual expend- 
itures, both old and new, and to ensure that they are financed in the 
most suitable ways, by resorting without hesitation to taxation in ways 
which do not hamper savings formation. 

The most subtle instruments of monetary policy cannot protect 
the economy from the inflationary pressures that derive from public 
expenditure which, at all levels, tends to expand, is implemented with 
increasing delay, and in most cases has a destabilising effect. If the 
national and local communities, via their representative bodies, refuse 
to co-ordinate their demands for social services with the volume of 
available resources, and if the provision of these services continues to 
be characterised by inefficiency and waste, the harsh necessity will 
arise of enduring that most iniquitous of all taxes, that is, inflation. 

We all ought to remember the admonition which Luigi Einaudi 
gave in this same place at a difficult time which our country had to 
endure and overcome: “at the end of the road which, by expediency 
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and desire of popularity, we are induced to travel — he said — lies the 
abyss of destruction of the monetary unit and social chaos”. And he 
concluded: he who gives these warnings also wishes “to proclaim 
aloud the certainty that, if we will it, we ourselves shall not travel 
along that road”. 


Our meetings in this hall take place at regular intervals of time, 
but although nothing changes in their formal setting, to which 
tradition imparts value and warmth, the document which is now 
presented to you here contains evidence of an evolution which is not 
superficial. We have no intention of opposing it, and it would be 
foolish and vain to attempt to do so. If anything, we are anxious that 
this evolution may not always be assisted, as we would wish, to the 
extent and in the ways which technical progress and the world around 
us clearly demand. These hopes seem to have a counterpart in the 
refinement of the research and analysis to which, not unprofitably, 
the group which drafts this Report devotes its efforts; but it is 
becoming steadily less easy, and less appropriate, to give a uniform 
account, if that is expected of us, of all the major happenings of the 
twelve months under review; this is prevented not only by the rapid 
and crowded succession of events and their intricate interrelationships 
but also by the primary need to throw light on the ideas, develop- 
ments and trends which appear to be of more than ephemeral 
significance. Only a misplaced desire for originality could induce us to 
avert our attention from the phenomena which, it is widely agreed, 
are characteristic features of our time: either from the essentially 
economic matters which we endeavour to illustrate in the analytical 
part of the Report or from others, further from our field, on which 
we sometimes briefly touch in these Concluding Remarks because 
they seem to indicate the directions in which we are moving and 
could not with impunity be ignored. 

For it has in fact been said that the choice nowadays is not 
between changing and not changing, but between changing 
deliberately and letting ourselves be changed. If we do not reject the 
validity of this alternative, there follows the necessity of timely and 
constant participation in the far-reaching changes which are in pro- 
gress and take place not by slow transition but sharply concentrated 
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in time and thus often convulsively and with traumatic effects. 
Careful observation can avail itself of the aid of new and ancient 
sciences to obtain insights into the body of society in order to reveal 
the presence and nature of the processes which are establishing 
themselves in it and enable us to deduce, from the diagnosis, an 
indication of the appropriate methods of treatment. It is not likely 
that we shall otherwise be able to prevent disorderly and tumultuous 
pathological processes, in the face of which, once they have broken 
out, the choice seems to be confined to unfelicitous reactions - a 
description equally applicable both to violent repression and to 
belated adaptation —- the last of which, by its probable irrationality 
and inadequacy, can hardly be expected to avoid further enforced ad- 
aptations. 

But we should not venture to embark, even for a brief incursion, 
on a field in which the seed of philosophical speculation has already 
been widely sown and which, in the world, is seen to be furrowed in 
all directions by the implements of political action, if our country 
were not one of the many in which the instability of the environ- 
mental conditions combines with basic inadequacies to retard, if not 
to threaten, the birth and ripening of many hoped-for fruits; and, 
above all, if certain of these inadequacies did not lead us back into the 
economic sphere, presenting again to our joint attention problems 
which for the most part are not new, but whose solution cannot be 
indefinitely deferred nor left to be provided by fortuitous and unfore- 
seeable developments: for without active and prompt participation, 
we should expose ourselves to the risks, and indeed the consequences, 
which we have described. 

This purpose of guidance is required first of all where it can also 
be most fully performed, namely within a community. In our country 
it is still required, and with renewed intensity, for the correction of 
territorial and sectoral imbalances no less than for the creation of the 
conditions necessary for economic growth and social progress, when 
these are wholly or partly lacking. It is needed too — to mention only 
the major tasks — in view of the choices which constitute the logical 
prerequisite and inevitable limit of planning, and in view of the vexed 
boundary line which must be observed by trade union claims within 
the framework of an incomes policy. 

It is quite natural that, in a world so rich in communications and 
competition, many problems do not remain confined within a narrow 
geographical area; and we would certainly not regret this, even 
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though the possible solutions and their modes of implementation will 
have to suffer the tempering effect of other sovereign wills and other 
interests, or just of different systems. An undeniable positive effect, 
even for those who look askance at this permeability, this osmosis, 
and thus also these interdependences between nations, lies in the fact 
that they reveal situations calling for correction or alleviation to 
which they may be susceptible; such as when an unsatisfactory combi- 
nation of the factors of production leads to losses of capital and 
labour, both attracted by more favourable prospects of employment 
and remuneration. 

The view may be further widened to include the external re- 
lationships of a fragmentated Europe for which the only way to avoid 
allowing itself to be changed is by finding the strength to overcome 
irrational ideological allurements, thus achieving, in its larger, integ- 
rated form, in which disillusioned Europeans hardly still dare to place 
their hopes, those formal and technical changes which would enable 
it to hold its own. 

This is a task which we all, in different ways, are in duty bound 
to shoulder if, while not rejecting the past, we are to make Italy and 
Europe into the land of our future; a task which requires that we 
should overcome the human fear of change, of transformations, and 
acquire the conviction that well-conceived changes, rational trans- 
formations are essential and urgent if we wish to approach that ideal 
state of society in which preservation of natural assets is coupled with 
wider sharing of the fruits of production. 

In this respect, too, we must not allow time to pass by without 
imprinting on it the mark of our constructive will. 
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The “Anti-recession” Policy in the United States and its Reper- 
cussions on the International Monetary System 


For many years, the Bank of Italy has devoted special attention 
to international problems, especially those of a monetary nature, in 
the conviction that failure to solve them can produce adverse effects 
on the growth of our economy. On numerous occasions, we have 
expressed the desire for a coordination of the economic policies of 
the various countries that should not be brought about merely by the 
fortuitous pressure of events but should benefit by the advantages of 
prior deliberation. We have also pointed to the inadequate under- 
standing of economic mechanisms as a factor contributing to the 
persistence of particularistic views and attitudes which impede such a 
development. 

At the time of our meeting last year, the state of the world 
economy already suggested the possibility of conflicts between the 
aims of domestic policies of the countries which exert a predominant 
influence over the more general trend of economic activity and the 
aims, even openly declared, of international cooperation. We then 
concluded our examination of the cyclical variations in the United 
States by asserting that an accentuation of the signs of economic 
recession might finally have induced the United States government to 
adopt expansionary policies, with the ultimate result that the supply 
of dollars would have continued to be abundant on the international 
markets to the extent of arousing fears as to the viability of a system 
of relationships between currencies based on fixed exchange rates. 

Looking back over 1969 and 1970, it can be seen that the pol- 
icies pursued in the United States were designed to bring about, first 
of all, a slowing-down of the rate of increase of overall demand and, 
afterwards, a moderate expansion. In 1970 the increase in unit costs 
was smaller than in the previous year; prices went on rising at a 
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rate faster than was to be assumed from the behaviour of other 
economic magnitudes, such as the ratio of actual to potential pro- 
duction and the rate of increase in unemployment. Even American 
experts have difficulty in linking the causes of the resistance shown by 
prices with the phenomena which usually curb their rise. Some of the 
causes have been stated to lie in the persistence of impulses due to an 
inflationary process which has continued on an unprecedented scale 
for more than five years. Others have been attributed to the structural 
changes under way in the social system, with special reference to 
those relating to the concentration of economic power. 

The conclusion of major labour contracts took place during the 
transitional phase from a period of intense inflationary pressure to a 
period of moderate inflation; but the new contracts incorporated 
solutions which reflected a belief in the continuance of inflationary 
phenomena and the desire to protect the future purchasing power of 
wages from any new rises in the cost of living. These modes of 
behaviour were not displayed only in the sectors where labour is 
organised on a trade union basis. The major enterprises, for their part, 
did not resist them, feeling certain they could pass on the increased 
costs to prices, thanks to the market power which they possess; this 
power is therefore a component of the inflationary process, additional 
to that represented by the increased power of organised and unor- 
ganised labour. 

While inflationary impulses due to stronger expectations of their 
continuance can be combatted by appropriate combinations of fiscal 
and monetary policy designed to regulate demand, the impulses 
stemming from costs cannot be corrected by pursuing these policies 
without strongly affecting the level of employment. If the decisions to 
increase prices of the factors of production are not matched by an 
adequate money supply, the ultimate effect can be a liquidity crisis for 
enterprises, insolvency and bankruptcy. When these phenomena 
assume socially unacceptable dimensions, even in the United States 
recourse has to be made sooner or later to state intervention, mainly 
in the form of government orders. 

Inflationary explosions are also possible when actual demand 
does not exceed potential production: the concentration of demand in 
one or more key sectors of the economy brings about price increases 
which, by changing the relative positions, in turn induce increases in 
the remaining sectors. The strengthening of activity in the dynamic 
sectors creates a greater demand for labour, raw materials and ma- 
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chinery; the prices of these factors of production go up and induce, 
within a certain length of time, a progressive rise of costs in other 
sectors. If they have sufficient market power, these sectors also raise 
their prices, causing a further upward spiraling of the general level. 

In the United States, these phenomena appeared in the indus- 
tries more directly concerned with production for defence, but, even 
when demand in these industries slackened, the upwards momentum 
imparted to prices throughout the economy continued. An attempt 
was made through monetary policy to dampen these impulses, by 
refusing to finance the production process at rising prices. The limit 
to this, however, was set by the capacity of enterprises to withstand 
liquidity crises; that this limit was approaching became absolutely 
clear in June 1970, when the insolvency of a large rail transport 
company appeared imminent. Confronted with these developments, 
monetary policy became expansionary, and was reflected in the for- 
mation of large holdings of funds in the banking system and in the 
downturn of interest rates. In addition, monetary policy endeavoured 
to bring back to the banking system the task of financing business. 
During the period of tight credit, the large enterprises had raised 
short-term capital by direct placing of commercial paper with the 
public; as we had occasion to emphasize in the previous Report, this 
phenomenon was intensified by the banks’ inability to compete with 
enterprises by offering higher interest rates. In order to avoid certain 
undesirable consequences, the banks of the Federal Reserve System 
informed their associates that they would widely rediscount the 
portfolios of those among them who had given assistance to corpor- 
ations in difficulty. This arrangement proved inadequate to achieve its 
purpose and, immediately afterwards, was accompanied by the sus- 
pension of some of the ceilings on interest rates which the banks were 
allowed to pay on certificates of deposit and time deposits. Thus, an 
end was put to that process of disintermediation of the banking 
system, which had sometimes assumed paradoxical forms in the 
period of the credit squeeze, when it was seen that the regulation of 
bank liquidity produces serious distortions if it is prevented from 
transmitting its effects to the economy through changes in interest 
rates. 

During 1970, the growth rate of the money supply was raised to 
5.4 per cent; given the conditions of the real economy, the velocity of 
circulation slackened and bank liquidity increased. While this was 
happening, the banking system rejected funds previously attracted via 
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the Euro-dollar mechanism; despite measures designed to restrict the 
flows of funds from US parent banks to their branches abroad, an 
impressive outflow of liquid resources began to develop. 

Consequently, the problem of the Euro-dollar became more 
urgent. In 1959, a member of the present Board of Directors of our 
Bank raised, at an international meeting, the problem of the reper- 
cussions of the activities of the reserve currency markets on national 
economies, resorting, in order to express succinctly the possible 
inflationary developments, to the word “contamination”, which at 
that time provoked indignant reactions. 

Through a natural evolutionary process brought about by the 
passage of time and the refinement of technical knowledge, the 
activities of these markets became increasingly important in domestic 
financial policies, while simultaneously the view gained ground that 
they also acted as a vehicle for the spread of inflation in the various 
economies. 

The volume reached by the liquid assets in dollars created by the 
United States balance-of-payments deficits, which, in turn, are further 
magnified by the activity of the Euro-market, is such as to undermine 
the patient attempt to construct on the basis of the Bretton Woods 
Agreements an economically and socially balanced system for the 
international exchange of goods, services and capital. This clearly 
appeared from the recent monetary crisis. 

The support given by the dollar to the system of international 
trade, at a time when the inadequacy of the traditional instruments 
was accompanied by a decline in the international role of sterling, is 
undeniable. It was thought, however, that its use represented a 
transitional solution until such time as the community of nations had 
provided itself with a suitable organisation and appropriate instru- 
ments. It was also stressed that, in principle and with specific ref- 
erence to the dollar, a system of virtually fixed exchange rates could 
not be based in a stable manner on currencies playing the dual role of 
domestic and international monetary reserves. 

Experience has abundantly proved that the more use world trade 
makes of a national currency, the more the international markets and 
the economies of the countries open to foreign influence are exposed 
to the changing cyclical conditions in the country creating that 
currency. For if the authorities who govern the market from which 
that currency originates subordinate the balancing of their foreign 
accounts to their domestic aims and resort to the monetary in- 
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strument to control inflation or revive production, the rest of the 
world becomes involved in the same direction of that choice. 

This technical observation is in keeping with the more general 
consideration that such a system tends to encourage the development 
of political conflicts, which increase distrust between countries and 
slow down the process of world economic integration. 

The introduction of the special drawing rights appeared to have 
opened the road to a rationalisation of the international monetary 
system, but obstacles are piling up along this road, owing to the 
impossibility of keeping under control the United States foreign 
accounts and the international money-creating mechanism set up, 
particularly in Europe, by the foreign branches of American banks 
and by European banks. As long as the effects of this creation were 
on a modest scale, the world economy, although reacting to them, 
was able to absorb them; but today international monetary disturb- 
ances have acquired such strength that the re-export of the flows they 
produce brings about reflux waves that rise higher and higher at each 
turn. 

Some economists maintain that international markets are ab- 
stract entities. The banks of the various countries, they contend, 
interchange between themselves liquid funds denominated in dollars 
or other foreign currencies to exactly the same extent that they 
receive them from depositors. The result is that the increase of net 
official reserves in dollars is, on paper, equal to the deficit of the US 
balance of payments (when the latter is expressed in terms of official 
transactions and to the extent that the deficit is not financed by the 
country’s own reserves) plus the dollar reserves injected into the 
market by the central banks. Unquestionably, this proposition is 
correct, as is also the assertion that a reduction in the deficit in terms 
of liquidity of the above-mentioned balance and the discontinuance 
of the practice of depositing official reserves on the Euro-market 
would, in the absence of other stimuli, have the effect of regulating 
the volume of that market. But to deny that the banks as a whole 
have the power to expand their own operations within wholly dis- 
cretionary limits, against assets which they regard as liquidity reserves, 
is to ignore the very essence of the multiplier mechanism of inter- 
national means of payment, which is at one and the same time the 
effect and the cause of the United States balance-of-payments deficit 
and of the over-expansion of official foreign exchange reserves. If one 
were then to infer from this argument that no reason exists for 
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extending to international banking activity the use of instruments 
which have been tried out within the national sphere, it must be 
concluded that the attempt of the authorities of the leading countries 
to maintain the liquidity of their systems and the official foreign 
exchange reserves at the desired level is destined to remain frustrated. 

The Euro-market is nothing but the sum of those sections of the 
countries’ bank balance sheets which are denominated in foreign 
exchange, mainly US dollars. Such bank assets and liabilities, like any 
other item in the balance sheets, are based on certain liquid assets 
which are voluntarily held by the banks in order to cover the risk of 
declines in their deposits. However, those held in connection with 
domestic operations are also covered by compulsory reserves, com- 
posed of monetary instruments (not only currency) especially chosen 
and regulated by the monetary authorities to limit the expansion of 
bank assets. By contrast, the domestic authorities do not require any 
deposit of reserves (except under temporary regulations imposed to 
meet contingent situations) in respect of the items denominated in 
foreign currencies, nor are they individually able to indicate and 
regulate those instruments which the banks regard as liquidity 
covering their operating risks. Moreover, the banks, aware that, in the 
event of cash difficulties in reserve currency, they can turn to their 
own central banks, presumably keep their demand for precautionary 
reserves within modest limits. Consequently, in the case of banks 
operating on this market, the flow of liquidity resulting from an initial 
deposit in dollars - whether made by a private individual, a US 
commercial bank or a central bank elsewhere in the world — passes 
from hand to hand and diminishes at each turn by only a fraction, 
intended to ensure the liquidity of operations in that currency; 
provided, of course, that the central banks or the individual operators 
do not deposit this liquidity in the United States for their own 
use. 

An examination of national monetary policies applied to the 
Euro-dollar market, or the Euro-currency markets in general, shows 
that the individual countries have been chiefly concerned with regu- 
lating the net position abroad of their banks rather than the volume 
of their assets and liabilities in terms of foreign exchange. In other 
words, they have mainly attempted to isolate the creation of domestic 
monetary base from external influences, ignoring the fact that this 


base, in an integrated economy, cannot escape the effects of the flows 
of funds which bank intermediation can create. 
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Consequently, the monetary policy of most countries has 
hitherto implicitly accepted a system of voluntary reserves as the only 
limitation on the supply of international bank money. The fact that, 
until recently, the supply of such money was relatively modest may be 
due to a certain segmentation of the markets, to temporary obstacles 
created by certain countries and to the fear of recurrent monetary 
crises, and thus to the restraint which the banks, in view of this, may 
have spontaneously exercised. As very little is known about how these 
restraining factors behave, a policy that continues to be based on the 
acceptance of discretionary reserves alone as the factor limiting inter- 
national activity of the various banking systems maintains, in the 
present monetary structure, an element of uncertainty regarding the 
development of international trade and domestic economies them- 
selves. 

Measures should therefore be studied for bringing the supply of 
international liquidity back under control so as to restore to the 
monetary authorities the possibility of guiding domestic financial 
systems in the direction regarded as most compatible with freely 
chosen aims. 

It should be pointed out straight away that, in view of the great 
adaptability of international markets to new forms, dimensions and 
techniques, unilateral decisions would have the effect of damaging the 
intermediaries of the countries adopting them, while partial regu- 
lations, for instance those confined to the Euro-dollar to the exclusion 
of the other Euro-currencies, would have the effect of producing 
atrophy in the controlled part, and an expansion of transactions not 
subject to regulation. Consequently, if a decision is reached to regulate 
the markets, concerted action is necessary together with general 
measures applying to all countries, whether or not they have balance- 
of-payment surpluses or deficits, to all markets and to all operators. 

Solutions designed to regulate the credit potential of the Euro- 
dollar market must apply both to sources of its liquidity base and to 
the use made by the banks of the foreign exchange liquidity they 
acquire. It should be recalled that the propagation effects emanating 
from the Euro-dollar market can spread in opposite directions. The 
experience of recent years shows that the inflationary impulses of 
1970 were preceded by the deflationary impulses of 1969. 

Control of the sources of liquidity base raises once more the 
subject of the exchange rates between gold, the dollar and other 
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currencies, which has been discussed several times in previous Re- 
ports. 

During the last few years, there has been a progressive deter- 
ioration in the United States balance on goods and services at a time 
when the function of the dollar as a reserve currency appears to be 
weakened technically by the higher average rate of inflation of the US 
economy in comparison with the past and by the prevalent use of 
monetary policies by the US authorities. The possibility cannot be 
ruled out that the recent worsening on current account may have 
been partly due to fortuitous situations, but it is more likely that it 
was the result of reduced competitiveness of American goods and of 
the acquisition of greater technological independence by the rest of 
the world, at least with regard to goods which most directly affect the 
US balance of payments. It cannot, however, be deduced from this 
that the rest of the world can accept solutions which maintain 
untouched the full freedom of financial flows by placing the burden 
of the adjustment on trade in goods and services. 

At the beginning of this year, we already had occasion to point 
out that the persistence of serious US balance-of-payments dis- 
equilibria might render necessary a technical solution which, de- 
pending on the magnitude of the monetary flows in dollars in the rest 
of the world, could take the form of a widening of the margins of 
fluctuation of currencies around their parities against the dollar, of a 
change in the parities against gold or the dollar, or of the abandonment 
of the present system whereby the dollar must be purchased by the 
official authorities in unlimited quantities. If this were regarded as 
undesirable or impracticable, the necessity would arise of a control 
over capital movements, by the United States or the rest of the world, 
to be applied by the issuing of administrative rules or by the creation of 
a second dollar market for dealings in the dollars derived from 
financial operations. One form of intervention could be the systematic 
carrying out of operations of the type performed this year by the 
Export-Import Bank and the United States Treasury; these, by 
changing the balance of the United States foreign payments, could 
produce the desired effect, provided that they were carried out in 
agreement with the monetary authorities of the countries concerned 
and designed to reabsorb the international liquidity base before the 
banks should multiply it by credit-granting. The monetary authorities 
are tending towards the use of these operations in order to combat 
incipient problems arising from the United States balance-of-payments 


deficit. 
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In view of the magnitude reached by US liquid liabilities held by 
official organisations and private individuals, and the ability of the 
banks operating on the Euro-market to procure in various ways the 
liquidity they need, control of the primary source of supply of 
Euro-dollars cannot alone solve the problem of guiding the inter- 
national money supply in the desired direction, unless the solution is 
chosen of abandoning the present institutional order of the exchange 
relationships between currencies or of forcibly sterilising the United 
States sight liabilities or replacing them by other, non-liquid financial 
instruments. 

Thus, on the one hand, it is necessary that the official organis- 
ations should re-examine the desirability of persisting in policies 
designed to export unwanted international monetary flows and of 
allowing themselves to be guided in the management of their reserves 
by criteria which are not appropriate to the purposes for which they 
hold them; on the other hand, they must also regulate the expansion 
of the items of the individual countries’ bank balance sheets which 
are denominated in foreign exchange, both by stating expressly which 
liquid assets must be held in respect of these items and by manipu- 
lating, by agreement between all the countries, the ratio which is to 
exist between liquidity and foreign exchange lendings or deposits at 
each phase of the business cycle. 

What has been said forms the basis of a wide and closely-knit 
range of solutions, which do not rule out the possibility of continuing 
along the road towards the establishment of a system inspired by the 
principles of Bretton Woods. But the countries must be willing to 
draw up a common scheme of intervention on the international 
financial markets, pari passu with the implementation of the plan for 
creating reserve instruments that are independent of the behaviour of 
individual economies. 

There seems to be a consensus of opinion regarding the nature 
of the crisis which broke out at the beginning of May: it was 
apparently due not to undervaluation of the European currencies in 
terms of the US dollar but to the inflows of capital brought about at 
first by the divergence between the monetary policy pursued in some 
European countries and that applied in the United States, and 
subsequently — because of the exceptional magnitude of these flows - 
by the increased expectations that some currencies would be re- 
valued, with the cumulative effect which such expectations exert on 
capital movements. 
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The solutions adopted by the various countries for dealing with 
the crisis, considered individually, fall under the logical heading of 
measures designed to regulate the supply of dollars for international 
use. As, however, they were not the result of concerted action to 
combat the causes of the phenomenon, we believe that these sol- 
utions do not entirely meet the objections raised against an uncon- 
ditional development of international monetary flows and the oper- 
ation of the mechanisms which generate them. 

In basic contrast with the spirit of all the above-mentioned 
measures is the argument that international monetary problems — and 
not just those arising from the functioning of the Euro-dollar market 
— can be fundamentally solved by a general uniform increase in the 
price of gold not differentiated in relation to the dollar and other 
currencies. This argument, which we examined closely three years 
ago, has not in the meantime been sustained by any further 
knowledge lending support to its underlying hypothesis. The essence 
of the problems connected with the international use of the dollar lies 
first and foremost in the magnitude of the US balance-of-payments 
deficit and not in a lack of confidence in the ability of the United 
States to honour its debt, provided, of course, that solvency is not 
interpreted narrowly in a way that recalls anachronistic principles 
connected with the gold standard system. Any nominal increase in the 
value of the United States gold reserve, therefore, besides necessarily 
being of so large a size as to be unacceptable in practice to ensure that 
it met that country’s current total liabilities, would be unable to 
eliminate the existing disequilibria in the exchange rate relationships 
between the main currencies or - still more - to give an impulse to 
the mechanisms for the deliberate creation of international liquidity, 
thus avoiding the present state of dependence of the international 
financial system on the cyclical trend of the individual countries’ 
foreign exchange balances. Lastly, it would not meet the need to gain 
control over the autonomous centres that originate international 
means of payment, which have been widely discussed; on the con- 
trary, if it were really able in practice to restore greater confidence in 
the dollar, it would give such markets renewed vigour. 

A possible start towards a coordinated monetary policy, at least 
within the European Economic Community, was offered by the 
resolution passed last February by the EEC Council of Ministers on 
the basis of the recommendations put forward by the so-called 
Werner Report, supplemented, with regard to the foreign exchange 
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system, by the analysis made of it by the Committee of Governors. 
Italy fully supported this move, being keen to participate in such a far- 
reaching European scheme; she nevertheless expressed some doubts 
regarding a line of policy which, despite our efforts to maintain a 
certain harmony between the convergence of economic policies and 
progress in the field of monetary relations, persisted in giving pre- 
cedence to the latter, mainly by emphasizing the necessity of re- 
stricting the margins of fluctuations in exchange rates within the 
Community. In our opinion, the insufficient coordination of the 
economic policies of the member countries of the Community, the 
different degrees of domestic inflation in each of these countries and, 
especially in some cases, the magnitude of capital movements made it 
appear questionable whether the prerequisites exist for starting a 
process of progressive reduction of the margins of fluctuation, which 
should culminate in the establishment of irrevocably fixed exchange 
rates between the Community currencies. 

In particular, our suggestion to leave the margins unchanged for 
relationships within the Community and to create more room for 
manoeuvre in relation to the dollar by widening the present band to 1 
per cent on either side of parity, pending institutional changes on a 
world-wide scale that would permit margins of up to 2 or 3 per cent 
was not accepted. Instead it was ultimately decided to reduce from 
0.75 to 0.60 per cent, with effect from June 15, 1971, the band of 
fluctuation of the dollar on the Community markets around the 
so-called Community level; but the decision had to be deferred, 
owing to the aforementioned foreign exchange crisis. 

The measures proposed by the Commission of the European 
Economic Community to deal with the crisis seemed capable of being 
effective, provided, however, that they were adopted in their entirety 
and by all the countries together. It also became clear that some of 
the measures could not have been applied immediately and that 
others, although in accordance with the needs of the moment, would 
have been able to produce their effects only in course of time. 

These measures, accepted by the Council after examination by 
the Committee of Governors and the Monetary Committee, pro- 
posed, in addition to the establishment of a control over the sources 
supplying the Euro-dollar market and, at the same time, over the 
credit-expanding process which takes place through that market, to 
limit the entry of short-term funds into those countries where this 
could prejudice the implementation of the monetary policy. The 
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proposals essentially aim at facilitating control over the creation of 
monetary base within the individual countries by dissociating it, 
within certain limits, from the effects of the foreign component. 

The plan proposed by the Commission was accepted by all, 
including the representatives of the Federal Republic of Germany. 
Views differed, however, regarding the urgency of preparing 
measures that should be immediately effective. Consideration of the 
urgency of finding solutions to her own problems induced Germany, 
after consultation within the Community, to suspend application of 
the previously existing margins of fluctuation around parity with the 
deliberate intention of discouraging new inflows of liquid funds by 
introducing an element of uncertainty regarding the yield expected. 

The dismay caused by recent events may help to reinvigorate the 
political will of the member countries to strenghten the Community, 
in view of the serious problems still unsolved. 

One of these, which seems to be approaching a successful 
solution in the very wake of the recent foreign exchange crisis, is 
constituted by the negotiations with the United Kingdom and the 
other candidates for membership of the Community. 

From the monetary point of view, one of the difficulties which have 
emerged concerns the position of sterling in an enlarged Community, 
since it is incompatible with Community membership for any national 
currency to be allowed to serve as a reserve currency for the rest of the 
world, or for part of it. Such a function, or that of an intervention or 
reference currency for the linking-up of the currencies of non-member 
countries which choose to gravitate economically around an enlarged 
Community, could only be performed by the single common currency of 
the future Economic and Monetary Union. 

However, the gradual elimination of the sterling balances held 
by the countries economically associated with the United Kingdom 
cannot be achieved unless they are offered as a replacement an 
alternative reserve instrument in which they would find it convenient 
to invest their reserves. It is in the interest of the future Economic 
and Monetary Union that this should be a Community instrument. 

If this and the other obstacles still standing in the way of the 
United Kingdom’s entry can be removed, the result will be the 
formation of a far more balanced Community in which the decisions 
will increasingly reflect, instead of the bargaining power of the 


member countries, the blending of national interests with those of the 
Community. 
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In last year’s Report, we pointed out that, in view of the 
inflationary pressures in the world economy and the different ways in 
which they appear, it might have been difficult to reconcile a greater 
degree of economic interdependence with a system of fixed exchange 
rates; this might have led to the need for recourse to moderately 
flexible exchange rates. Such an innovation, we concluded, might 
stimulate the transformation of the European Economic Community 
into an economic union with interchangeable currencies on the basis 
of irrevocably fixed exchange rates, their monetary relationships with 
the rest of the world being regulated on the basis of fluctuating 
rates. 

The decision recently adopted by the German government might 
have provided the occasion for an approach towards the solution then 
suggested. We felt, however, that our country could not seize that 
opportunity, owing to the difficulties with which our economy is 
struggling: investment is still apparently stagnant, private consumption 
seems to be restrained, building activity is still declining, industrial 
output has fallen and foreign trade in goods and services is showing a 
deficit. We shall now go on to discuss these problems. 


Outline of the Italian Economy in 1970. Domestic and Foreign 
Demand. Costs, Prices, Profits 


During 1970, the expansion of domestic demand, particularly 
pronounced at the beginning of the year, was not accompanied by a 
sufficiently large increase in production; a substantial proportion of 
the additional demand was met by increasing imports, which led to a 
reduction in the surplus on goods and services account of 1,300 
million dollars, representing 1.6 per cent of the gross national 
product. It was thus possible to contain the effect on prices; never- 
theless, the inflationary component in the growth of income was 6.3 
per cent, exceeding that of the real component, which was 5.1 per 
cent. In the period January-August, which is the only period for 
which the past two years are comparable, owing to the effect of the 
strikes in the latter part of 1969, manufacturing output — the added 
value of which represents nearly 90 per cent of that of the industrial 
sector — increased in 1970 at roughly only one-third of its 1969 rate. 
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The slowdown, which, both for the whole sector and for the main 
categories of industry, does not seem to have been due to the 
reaching of full utilisation of existing productive capacity, appears as 
stagnation if we examine the trend during 1970; seasonally adjusted, 
the level of activity at the end of the year was the same as at the 
beginning, and the situation deteriorated in the early months of 
1971. 

The imbalance between demand and supply was not uniform for 
all the sectors of industry; it was more marked for metallurgy, means 
of transport and textiles, for which the volume of exports levelled off, 
whereas that of imports rose considerably. For mechanical engin- 
eering, imports recorded a very high rate-of growth, while sales 
abroad slackened. Lastly, the chemical sector, although also showing 
a deterioration of its trading surplus, achieved an expansion in 
exports after the standstill of the previous year. 

The moderately restrictive monetary policy pursued since the 
middle of 1969 — as soon as the inflationary component of national 
income seemed to be increasing to such an extent as to begin to 
exceed real growth, and there were signs of a further worsening of the 
balance of payments because of difficulties on current account, too — 
has acted as a brake on prices. Nevertheless, prices for manufactured 
goods moved up at an annual rate of 11 per cent during the first five 
months of the year, which subsequently slackened down. The 
adoption of this policy also helped to reduce capital exports, through 
the raising of interest rates, which were gradually brought into line 
with those prevailing on the international market. This move was 
supplemented by administrative measures which curtailed the export 
of banknotes. 

Monetary management, on the other hand, involving the aban- 
donment of the policy of stable interest rates, had repercussions on 
the capital market, where issues of fixed-interest securities contracted 
by about one-quarter from 1969 to 1970. The decline was offset by 
borrowing on the international market; in this way, a balance-of- 
payments surplus was also achieved instead of a considerable deficit, 
which would have happened in the absence of these loans. 

The economic trend was influenced by an exceptional increase in 
costs, all the more serious as productivity gains, instead of remaining 
high or even increasing with the recovery in output, slackened. The 
economy was unable to counter the effects of wage increases either 
through rapid rationalisation or a sharp expansion of investment; new 
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projects stagnated. The vigorous growth of domestic demand in the 
first part of the year was accompanied by a contraction in supply, due 
both to the reduced possibilities of using productive capacity owing 
to the implementation of the provisions of the new labour contracts 
and to various forms of labour disputes. This started a process which 
began with a decline in output, leading to the slower formation of 
income and hence to a weakening of demand. On top of this came the 
serious effects of the slowing down of building activity. Finally, 
symptoms of recession appeared. These trends appeared not only in 
backward sectors but also in advanced ones, especially the capital- 
goods industries. 

The rapid progress made by the Italian economy in the last 
twenty years was due, during the greater part of the 1950s to the 
introduction of new technologies, coupled with the use of labour of 
steadily improving quality. Subsequently, the large expansion in the 
years 1959-1963 increased and strengthened the country’s productive 
potential; after 1964, the progressive use of this potential and the 
improvement of business efficiency, obtained by the formation of 
units of better dimensions and by better combinations of the factors 
of production, enabled our economy once more to achieve a vigorous 
rate of expansion. Under present-day conditions it appears difficult to 
prolong this phase, not only because less technical innovations remain 
to be introduced but also because the new labour conditions, the 
persistence of strikes by non-trade union groups and absenteeism 
force enterprises to reorganise production schedules so as to regain 
the necessary margins of flexibility and, in some cases, to decentralise 
plants. This leads to results which deserve our attention. 

Between 1960 and 1969, total employment in manufacturing 
industry increased at an average annual rate of 1.00 per cent; as the 
number of hours worked per employee declined by 0.7 per cent, the 
total number of hours worked did not change appreciably. The whole 
increase in output was achieved by a rise in hourly productivity of 6.9 
per cent per year. During these same years, enterprises usually re- 
sponded to changes in demand, in the short term, by making less than 
proportional adjustments to their payrolls, since they could regulate 
the hours worked by the manpower employed. 

If we confine the comparison, for the reasons stated above, to 
the first eight months, we find that from 1969 to 1970 the tendency 
towards a decline in the number of hours worked per employee 
became more marked; the use of the labour factor still remained 
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practically unchanged, since the reduction in hours worked per em- 
ployee was offset by an almost equivalent rise in employment. The 
volume of goods produced increased to a moderate extent; hourly 
productivity went up by 4.5 per cent and that per employee by 1.5 
per cent. This was also influenced by the tendency we mentioned to 
substitute hours worked per unit of labour by using additional man- 
power; in fact, even if this accords with the aim of modifying 
non-optimum labour conditions, it not only renders company man- 
agement more rigid in making the necessary adjustments to cyclical 
phases, but also, at least at first, causes a reduction in productivity, 
due to the time inevitably needed to fit new workers into the 
production line. 

The difficulties of reconciling better working conditions with the 
orderly development of productive activity, combined with the fre- 
quent recurrence of conflicting situations within companies, made 
cost-planning impossible and finally acted as a disincentive to the 
investment through which the economy would normally have endeav- 
oured to restore the conditions necessary for the reconstitution of the 
capital employed. In the field of public building, many calls for 
tenders met with no response, since builders were unable to foresee 
the extent of the increase in costs during the period of execution of 
the work. 

In past years, we have repeatedly emphasized the need for an 
expansion in capital investment which, taking full advantage of the 
possibilities offered by the formation of savings, would accelerate the 
extension and strengthening of the productive apparatus and allow 
the necessary social and economic infrastructures to be prepared. We 
have always directed our own efforts to this end by trying to en- 
courage the inflow of the necessary financial resources at the most 
convenient rates possible. 

In the industrial sector, which is more sensitive to market 
pressures, the middle of 1968 saw the start of a vigorous recovery in 
investment, on the part of both public and private enterprises, im- 
pelled by the gradual reduction in the margins of unused capacity and 
the favourable trend of profits, and assisted by the ample availability 
of financial resources. This phase was interrupted first by the excep- 
tional events of the autumn of 1969; then, in 1970 - after a brief 
recovery largely due to installation of machinery which it had not 
been possible to carry out in the latter months of the previous year — 
it petered out, owing to the disappearance of the conditions which 
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had stimulated it. The average results for the year do not reflect this 
change, because of the way in which the events described followed 
each other during the two years, and indeed show a greater increase 
in industrial investment than in 1969. This was mainly due, however, 
to public enterprises, since the contribution of private firms, even on 
the basis of annual figures, was rather small. 

A glance at the indicators of economic activity for 1970 shows 
that the appearance of a tendency towards a decline in demand from 
quarter to quarter was in fact mainly due to the trend of investment 
expenditure, considerably influenced by the building crisis. This is 
also evident from the data on industrial production, the stagnation of 
which, between the beginning and the end of the year, was largely 
attributable to the capital goods sector. Another factor contributing 
to the unsatisfactory trend of investment in 1970 was the degree of 
availability of credit, which is fully discussed in the chapters of the 
Report. We shall confine ourselves here to mentioning the essential 
aspects. 

In last year’s Report, after quoting the estimates of the Technical 
Scientific Committee of the Ministry of the Budget, according to 
which, in 1970, the average increase in the cost of labour per person 
employed in the whole economy was put at 13 per cent and the 
increase in industrial workers’ actual earnings was expected to range 
between a minimum of 11 per cent in sectors not subject to renewals 
of labour contracts and a maximum of 21 per cent in the others, we 
stated, on the basis of successive indications, that the increases would 
probably be greater. These estimates and our assertions were dis- 
puted; it has to be admitted that the estimates were subject to error, 
but of the opposite sign to that suggested by the critics. The increases 
in fact turned out to be much greater than had been forecast; in 
manufacturing industry earnings, according to the Ministry of 
Labour’s statistics, available for the first three quarters of 1970, 
increased on average by 23 per cent with peaks of 27 per cent in the 
metal-working and mechanical engineering industries, and 33 per 
cent in the chemical industries. The impact of such large rises was not 
confined to the branches in which wage contracts were renewed but 
spread to all sectors, owing to the share of wages in the prices of the 
goods and services exchanged within the productive system. In every 
sector of manufacturing industry the increase in costs is thus at- 
tributed to two factors: one direct, namely the increase in wages 
within the sector in question; the other indirect, namely the increase 
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in the prices of goods bought from other industrial sectors; this is the 
aspect which illustrates that the concentration within a limited period 
of time of the effects of the renewal of many important labour 
contracts is detrimental to the equilibrium of the economic system. 

Redistribution of income can raise the level of consumption and, 
when there are unemployed or underemployed factors of production, 
stimulate higher production. But if, at the same time, as in fact was 
the case, changes occur in the relationships between costs and prices 
leading to widespread uncertainty regarding the possibility of recon- 
stituting the capital employed in production, investment decisions 
inevitably slow down and the mechanisms tending to restore balance, 
which in a different situation would have stimulated increases in 
output, help to bring about the new balance by lowering the level of 
employment. Instead of moving towards higher equilibrium levels, 
the economic activity loses ground. 

I have felt it my duty to underline the consequences resulting 
from a refusal to admit the links connecting these phenomena, and I 
continued to do this even at times when the trade union disputes had 
reached the highest degree of bitterness. 

At the end of November 1969, I had occasion to assert, among 
other things, that considerations relating to general public order, and 
also to the re-establishment of discipline within enterprises, suggested 
the desirability of expediting the settlement of the current trade 
union disputes. The preservation of the representative nature and 
authority of the trade union organisations was in the general interest, 
particularly if the government, in consultation with these organis- 
ations, was willing to face the problems of a reform of national health 
service institutions and similar questions. These are the reasons that 
impelled a settlement of the disputes, rather than the gravity of the 
losses of production and income caused by the strikes, which are the 
inevitable price of a system of labour relations based on respect of the 
freedom of action of the parties concerned. But the greater the 
concessions made because of contingent considerations, the more, I 
said, would the solution of future problems be complicated. 

With regard to the possibility of the wage increases being 
absorbed by the industries affected by the contract renewals, I 
emphasized the difficulties which would be encountered, especially in 
the engineering industries. Numerous engineering firms, I asserted, 
would be unable to bear the new burdens and would thus be exposed 
to the risk of bankruptcy; nor did it seem acceptable to assume that an 
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intensification of investment brought about by credit concessions 
would have made it possible to increase productivity sufficiently to 
restore balance in enterprises within a short time. It should be borne in 
mind, I said, that engineering firms employ labour to a proportionally 
greater extent than other industries and are more affected than others 
by international competition, so that they find it less possible to pass on 
part of the cost increases to prices. 

As to employment, I added that, assuming that the increase in 
wage costs would have forced engineering firms to attempt to econ- 
omize on the labour factor, this would inevitably have resulted in a 
lessening of the incentive to create new jobs. The shortening of 
working hours could have operated in the opposite direction to the 
extent that the burden on costs had been found bearable. 

Extending the survey to the whole system, it had to be asked 
whether, in view of an increase in the prices of investment goods 
largely supplied by the sectors affected by the new labour contract, 
enterprises in the other sectors would not also have been forced to 
consider curtailing their capital expenditure programmes in real 
terms. I concluded that, if this should happen, repercussions on total 
employment would be inevitable. 

Subsequent events appear to have largely confirmed these state- 
ments. The size of the increases in the unit cost of labour in 1970, and 
of those which are still due, rules out the possibility of their being 
passed on to prices to the extent and with the timing necessary to 
avoid a strong impact on profit margins. It should be remembered 
that these events, unlike the similar ones in 1964, took place at the 
end of a period during which there was no strengthening of the 
productive system such as occurred in the five-year period 1959-1963. 
In this situation, a policy of forced expansion of demand, insofar as it 
was not reflected in greater imports, might have led to even higher 
rates of increase in costs per unit of output, owing to the depressive 
effects on productivity resulting from the heterogeneous capital 
structure of our productive system, to which we referred in the 
previous Report, and to the accentuation of the wage drift. The 
amount passed on to prices would have been relatively smaller and 
the resultant squeezing of profit margins would have been pro- 
portionately greater. An analysis of the results for last year and the 
previous years confirms that enterprises’ profit margins are a de- 
creasing function of the rate of acceleration of labour costs per unit of 
output; the repercussions on the propensity to invest of private 
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enterprises, especially in the case of smaller firms, are automatic and 
largely independent of action taken by the central bank. The delays in 
and the limits to the adjustment of prices to increases in costs are the 
greater the stronger is the impact of domestic and international com- 
petition. 

In an economy which, like that of Italy, is open to the inter- 
national market, those tensions which originate from costs force out 
of the market, for economic reasons, whole enterprises, or at least the 
part of their plants which can no longer be profitably operated at the 
new level of costs; in other words, inflation produces deflationary 
impulses which start a painful process of adjustment. The erosion of 
enterprises’ profit margins caused by frictions which delay and con- 
straints that limit the alignment of price changes with the higher costs 
of management, the resultant repercussions on self-financing by 
enterprises, the prospect of a lower rate of yield on investments and 
thus the reduced propensity to invest, are all factors leading to an 
inadequacy of overall demand which tends to feed on itself. 

When, last summer, signs of a cyclical trend of this kind ap- 
peared, the direction of economic policy altered so as to strengthen 
the components of demand represented by social investment and 
consumption, accelerating at the same time the expansion of the 
money supply. We shall mention later the limits to the creation of 
money; but we should like to emphasize that, in view of the present 
institutional structure of the economic system, changes in financial 
aggregates are of little effect when the process of price formation for 
the productive factors and for products changes in such a way as to 
have an adverse effect on the formation of capital. There can be 
different opinions as to who should be given the power of deciding 
on the accumulation of capital and its use; but it is not possible to 
desire economic progress and at the same time not to desire the 
accumulation of capital. 

Total financing of the domestic sectors (households, enterprises 
and the public administration) increased substantially, rising from 
7,650 billion lire in 1969 to 9,500 billion in 1970. The increase was, 
however, mainly accounted for by the part absorbed by the public 
sector and particularly the Treasury, which, net of funds transferred 
to other sectors, rose from 1,930 billion lire in 1969 to 3,370 billion 
in 1970. Consequently, despite the impressive increase in overall 
financing, the amount that went to the economy in 1970 was only 7.2 
per cent more than in 1969. Since in the second half of 1969 credit 
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expansion had been somewhat contained, the total credit supply to 
the economy suffered a restriction which appears even greater if 
account is taken of the increased need for floating capital and the 
higher cost of capital goods, all accompanied by reduced self- 
financing. 

Throughout the greater part of the year, that is, until about the 
end of the third quarter, the supply of bank credit was contained 
owing to our interventions in the second half of 1969 and the first 
half of 1970 and to the lag with which the system reacts to them. 
Since during the same period there was an excess, in relation to 
supply, of demand for credit, even at the higher interest rates charged 
by the banks, phenomena of rationing occurred, through the shifting 
of funds between the various sectors of the economy and, within 
these, towards the big enterprises. Financing was concentrated on 
industry and especially on the mineral oil and chemical sectors; the 
funds mainly went to state-owned enterprises and to the large private 
enterprises which carry out far-reaching investment programs, spread 
over long periods, and need credit that is more stable and less 
sensitive to changes in economic conditions. Small enterprises, in a 
precarious state owing also to the greater difficulty of passing on cost 
increases to prices and, unlike state-owned enterprises, not immune to 
the danger of insolvency, suffered most from these conditions. 

This phenomenon is clearly revealed by an examination of the 
data of the Central Risks Office on the distribution of the increases of 
credit lines classified by size. The concentration of such increases had 
not varied appreciably during 1969; an analysis of the quarterly data 
shows that the distribution of the increases was very close to that of 
the initial totals. From the first quarter of 1970, on the other hand, a 
sharp fall was noted in the share of credit lines of amounts below one 
billion lire compared with the total. From the second quarter, the 
share of the categories comprised between 1 and 20 billion lire also 
decreased. In the fourth quarter, a normal position was re-established, 
owing to a faster increase of the lines of credit of more modest 
amount. 

Not only in Italy but also in most countries with market econ- 
omies, when demand for credit exceeds supply, the banks tend to 
exclude the excess demand by reducing the proportion provided to 
the higher risk customers. The rigidity of the interest rate structure in 
Italy accentuates the phenomenon of credit rationing and, when this 
occurs, the choices are influenced not only by objective consider- 





352 BNL Quarterly Review 


ations, that is, regarding the quality of the enterprise, but also by 
subjective considerations, preference being given to enterprises di- 
rectly or indirectly controlled by the state. Proof of this assertion is 
furnished by a comparison between the average increase for all bank 
loans from December 1969 to September 1970, amounting to 4.4 per 
cent, and the increases for some groups of enterprises in the public 
sector, ranging between 25 and 48 per cent, and for local authorities, 
amounting to 26 per cent. Towards the end of the year, the pressure 
of the large groups on the banking system decreased, both because 
some of them took advantage of the greater possibilities of borrowing 
abroad, and because the special credit institutions accelerated the 
disbursement of loans previously granted. 

An important factor distorting credit policy is the pressure 
exerted by local authorities and national health service institutions in 
search of funds. Lendings to them are the source of high profits for 
the banks concerned, but can also entail the tying-up of large sums, 
thus worsening the banks’ liquidity situation. Furthermore, being 
intended for the financing of deficits caused in most cases by pay- 
ments which, for social and political reasons, are absolutely un- 
postponable, such lendings limit the autonomy of the banks and, 
when the latter run into cash difficulties, of the Bank of Italy itself. 
But the more the banks’ field of choice is restricted, the more they are 
obliged to resort to rationing. This phenomenon is one of those 
which actually reduce the effectiveness of a market economy based on 
the multiplicity, variety and renewal possibilities of economic in- 
itiatives. Thus, just as the defence of an efficient and dynamic system 
of mixed economy must be ensured by avoiding unexpected shifts in 
the line of demarcation between the public sector and the private 
sector, it is likewise essential that this demarcation line should not 
also mark the boundary between a privileged area and one which is at 
a disadvantage in obtaining credit. 


Administration of External and Internal Liquidity. Short- and 
Long-term Credit. Interest Rates 


In recent years, the authorities responsible for economic policy 
have been faced, more clearly than in the past, by aims which are 
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difficult to reconcile with each other: it has not always been possible 
to promote sustained growth of income under conditions of price 
stability while at the same time maintaining a satisfactory equilibrium 
in the foreign accounts and in employment. In 1970, after an 
18-month period of balance-of-payments deficits, our policy was first 
to restore and then to raise the level of our foreign exchange reserves, 
in the conviction that availability of adequate reserves constitutes a 
safeguard to ensure that policies designed to defend the level of 
employment are not frustrated by balance-of-payments crises. The 
accumulation of reserves entails a cost which has, as a counterpart, 
the greater degree of freedom which can be achieved in decisions of 
economic policy. This is all the more true, the more an economy is 
open to the international market. 

The forces which can produce swings in the balance of payments 
have become stronger. The decline in the productive system’s ability 
to adjust to changes in the volume and composition of demand entails 
greater recourse to imports. The high degree of dissociation between 
the centres where savings are formed and those which carry out 
investments, exposes our economy, more than others, to the danger 
of shifts of funds to other markets. Similar consequences are pro- 
duced by the failure to adjust the structure of the domestic capital 
market to the international market and, in particular, by the fact that 
our market does not, at present, offer forms of investments which can 
compete with those on the international market, although the most 
recent experience has shown that the greater attractiveness of certain 
foreign investments can prove illusory. 

In last year’s Report, we had occasion to recall the increasing 
difficulties which capital exports were creating for our balance of 
payments and the measures adopted in 1969 and the early months of 
1970 to combat their further expansion and cope with their conse- 
quences. In addition to the monetary policy decisions taken in order 
to create general conditions capable of discouraging capital exports, 
mention was made of the following measures: the starting of heavy 
borrowing abroad to meet public and private credit requirements, 
though utilisation of the lire proceeds was staggered so as to limit the 
impact on domestic liquidity; the shortening of the periods within 
which those engaging in foreign transactions must make payments 
and collections; and the centralization at the Bank of Italy of the 
crediting of banknotes received from abroad, a measure which, by 
lowering the exchange rate applied to banknotes, helped to bring 





354 BNL Quarterly Review 


about a substantial reduction in such outflows. On the other hand, 
the need to finance the balance-of-payments deficits entailed repatri- 
ation of the net foreign assets which the banking system had pre- 
viously built up, the mobilization of the lines of credit available from 
the monetary authorities of the United States and the adoption, in the 
management of reserves, of criteria suited to the needs of the 
moment, such as utilization of the credit position in the International 
Monetary Fund. 

We have, on several occasions here, drawn attention to the main 
forces which govern capital movements. Recently, the main pressures 
causing capital outflows have been due to the interest rate dif- 
ferentials which appear from time to time between the domestic 
market and foreign markets and to a number of factors, primarily of a 
non-economic nature, represented by the reactions of business oper- 
ators to the ups and downs in the country’s social and political 
situation; reactions which, among other things, have helped to in- 
crease the importance of the different tax treatment of capital income 
in Italy and elsewhere and of the search for more varied forms of 
investment for financial savings. Towards the middle of the year, 
when the interest rate differentials in favour of foreign countries had 
been eliminated, only the last-mentioned factors remained to explain 
the further exports of capital, despite the restrictions imposed on 
them by the foreign exchange regulations in force. 

Speculative movements against the lira, due also to persistent 
rumours about possible parity changes, reached unusual proportions, 
mainly during July and the first half of August, and then suddenly 
ceased; the sudden change in the outlook caused serious losses to 
speculators. In order to give an idea of the scale of the measures taken 
by the Bank of Italy to defend the exchange rate of the lira during 
these months of special tension, it may suffice to recall that the 
volume of interventions in 1970, up to mid-August, totalled about 
1,700 million dollars, of which 450 million relate to July and the first 
half of August alone. 

During the last four months of 1970, the policy of greater 
borrowing abroad by public agencies and enterprises requiring funds 
was pursued further. The reason for the continuation of this line of 
policy was the need to provide an alternative to recourse to the 
domestic market, with a view to encouraging the downward trend of 
long-term interest rates and, despite the reduction in the capital 
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outflow, the desirability of strengthening our reserves by raising 
medium- and long-term funds on the international market. 

Whether the volume of a country’s reserves and the degree of 
liquidity of their components are adequate depends not only on 
economic and financial variables, such as imports in terms of their 
volume and their elasticity in relation to income, the level of domestic 
liquidity and of the country’s foreign indebtedness, but also on more 
imponderable factors which can all be attributed to the degree of 
sensitivity of the market to a succession of economic, financial, social 
and political events, both national and international. Everything 
seems to indicate that the market has been reacting more sharply to 
such events recently, and that circumstances therefore require, in 
view of the increasing integration of markets, a wider margin for 
manoeuvre in order to combat possible outbursts of speculation, 
which recent experience has shown are becoming more violent and 
sudden. 

At the end of April 1971, Italy’s net official reserves totalled 
6,178 million dollars, representing a rise of 1,482 million at De- 
cember 1969; 55 per cent of these reserves consisted of gold, special 
drawing rights and other gold-guaranteed assets, while the remainder 
was in convertible currencies. The rise in the reserves over the last 
sixteen months, totaling about 1,900 million dollars, was due entirely 
to an increase in convertible currencies. Set against these sight assets, 
however, there are medium- and long-term loans taken up during the 
same period. From the point of view of the overall financial position 
of the country in relation to foreign countries, matching between 
foreign exchange debit and credit items covers the exchange risk. 
From this point of view too, therefore, the obtaining of appropriate 
yields on reserves should take precedence over exchange risk con- 
siderations. 

Foreign loans made to Italian residents and received during 
these sixteen months totalled about 2,600 million dollars; most of the 
funds came from the Euro-market, and the remainder from national 
markets, especially the German market. Without such loans Italy’s 
balance of payments would have closed with a deficit of 1,900 million 
dollars instead of a surplus of 700 million. 

With the reconstitution of an adequate level of reserves, the 
policy regarding the raising of funds abroad was modified; no restric- 
tions are imposed on attempts by enterprises or other bodies to obtain 
credit outside Italy, provided that it is at long term. This attitude is 
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based on the desirability of consolidating previously contracted in- 
debtedness and at the same time avoiding the concentration of 
excessive burdens on the balance of payments for particular years. 

In this second phase, it was also thought advisable to restore the 
longer periods within which exporters can collect their outstanding 
credits, while maintaining for importers the period of 30 days ap- 
plicable to advance payments; to raise all the ceilings within which 
the banks can deviate from the required balancing of their foreign 
exchange position; and to give the banks the power to act as direct 
intermediaries between foreign markets and Italian enterprises re- 
quiring medium-term credit, on an equal footing with foreign credit 
institutions. 

In the present situation, there does not seem to be room for any 
substantial increase in the financing of exports with deferred payment 
and of Italian works projects abroad. Admittedly, this type of fi- 
nancing to some extent improves the current account of the balance 
of payments, but it is also true that it increases the volume of foreign 
lending which is tied up and subject to risk of loss. 

The restoration of an adequate level of reserves also lessened the 
constraints on the creation of monetary base which had prevailed 
during the first half of 1970; the result was an overall expansion of 
the monetary base during the year considerably greater than had been 
forecast, namely, 2,154 billion lire against 1,750 billion. It should be 
recalled in this connection that each year the Inter-Ministerial 
Economic Planning Committee determines the overall distribution of 
monetary flows among the various users, in accordance with the lines 
of development laid down in the Economic Programme. When the 
government budget is being prepared, the Committee lays down the 
amount of the changes in the main financial aggregates during the 
financial year covered by the Budget. These amounts are announced 
in the Forecasting and Planning Report and the ministers concerned 
usually comment on them when the Budget is being discussed. It is 
therefore astonishing that most people think the financial aggregates 
are decided upon the initiative of the central bank and that no 
comparison is made between actual results and forecasts, nor is any 
attempt made to find the reasons for possible discrepancies. It also 
appears to be believed that the central bank has the power of causing 
the credit volume to rise or fall instantly; we think it desirable to 
dispel this belief and to mention a few causes of friction which 
prevent changes in monetary base from immediately affecting credit. 
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In 1970, the large amount of monetary base created, and the public’s 
tendency to make less use of it, brought about, from the summer 
onwards, an expansion in bank reserves of nearly 1,200 billion lire, 
which is much more than in the preceding years. In relative terms, the 
increase during the year was 20.0 per cent, whereas that in bank 
credit, consisting essentially of lendings and investments in securities, 
was 11.3 per cent and that of deposits 16.1 per cent. 

The divergence between the rate of expansion of the banks’ 
liquid reserves and that of credit is partly attributable to the fact that 
the increase in the reserves was concentrated in the second half of the 
year and that there is normally a time-lag before the banks’ activities 
reflect the impulses given by the monetary authorities. If we consider 
the length of time required for changes in the monetary base to 
produce their full effect on the credit volume or on interest rates, or 
on both, it can be inferred that the trend of credit in 1970 was 
influenced throughout practically the whole year by the declines in 
liquidity which took place in the second half of 1969 and the first five 
months of 1970. 

In order to throw light on the development of the supply of 
credit, a calculation has been made, for each quarter of the last three 
years, of the maximum theoretical supply of bank credit, taken to 
mean the maximum expansion of such credit compatible with the 
level of the reserves at the banks’ disposal, taking into account the 
time lags necessary for the multiplier process. It is found that the 
supply of credit rose at very modest rates from June 1969 to Sep- 
tember 1970 and only showed a marked increase at the end of the 
year. It is also found that, whereas in June 1969 actual credit re- 
presented about 75 per cent of the maximum supply, at the end of 
1970 the proportion had risen to 86 per cent. This increase, which 
implies growing pressure of credit demand on supply, also led to an 
appreciable rise in interest rates. 

Mention may also be made of the following further reasons for 
the smaller expansionary effect of the monetary base created in 1970: 
the greater variability with which it flowed into the economic system, 
at least partly due to the irregularity with which the Treasury’s cash 
requirements occur; the abandonment, in the summer of 1969, of the 
policy of supporting bond prices, which had the effect of depriving 
the system of second-line liquidity; and the shift of deposits towards 
sight accounts, which increased the marginal compulsory reserve 
coefficient and thus reduced the deposit multiplier. 
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Lastly, the supply of bank credit was greatly restricted in 1970 
by the cutting down of the Bank of Italy’s financing to the banks, 
which at least partly offset the large expansion in Treasury expen- 
diture financed by monetary means. This was particularly the case in 
the first quarter, when the very heavy Treasury requirements and the 
impossibility of meeting them by capital market operations made it 
necessary to cover them by recourse to the central bank. The slowing 
down of financing by the Bank of Italy applied particularly to the 
bigger banks, which are more dependent on such financing, and these 
correspondingly reduced the rate of increase of their lendings. The 
total creation of monetary base for financing the Treasury and the 
banks was nevertheless very large during this period, reaching a 
seasonally adjusted figure of 1,000 billion lire; but the balance of 
payments removed about 250 billion of this and the absorption by the 
public was also exceptionally great (about 600 billion lire). The banks 
as a whole were able to expand greatly their deposits and investments 
in securities all the same, though they were obliged to encroach to 
some extent on excess reserves in order to adjust their compulsory re- 
serves. 

In the second quarter, the pressure due to the financing of 
Treasury requirements lessened; though the uncertainties of the social 
and political situation obliged us to operate in a state of permanent 
alarm — which incidentally was not unjustified, as was subsequently 
confirmed by the events of July and August - the Bank of Italy 
increased its financing to the banks by a sum which, seasonally 
adjusted, amounts to 450 billion lire, in order to prevent the erosion 
of monetary base brought about by the balance-of-payments deficit 
from having excessive repercussions on the banking system’s credit- 
granting potential. The total creation of monetary base during this 
period and the increase in bank reserves were very large (the former 
amounting to about 750 billion lire and the latter to 400 billion, the 
increase in these being concentrated in June). But the supply of bank 
credit still fell short of demand, which went on rising rapidly, 
primarily owing to the increased costs borne by enterprises. Actual 
credit expansion thus came close to the potential limit; interest rates 
rose and by themselves helped to restrict demand. 

The emergence of a balance-of-payments surplus made it 
possible, in the second half of the year, to expand liquidity creation to 
a considerable extent. The rate of growth of total bank credit re- 
mained moderate, however, owing to reduced investment in se- 
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curities. In a second phase, demand for loans also slackened owing to 
the full development of the disequilibria which had induced firms to 
review fixed investment programs; in December, there was a certain 
revival of demand for bank loans. From the summer onwards, there 
followed a progressive increase in the ratio of liquidity to deposits, a 
slowing down and subsequent cessation of the upward movement of 
lending rates and a reversal of the rising tendency of bond prices. 

The banking system turned over to the Bank of Italy part of the 
liquidity it had received, at first in order to reduce its indebtedness 
and then, from the beginning of 1971 onwards, in order to place 
deposits with it. At present, the banking system has a larger credit 
position in relation to the central bank than ever before. This has 
resulted in a downward pressure on lending rates, encouraged by the 
Bank of Italy, which first reduced the rate on advances and then the 
discount rate. 

The balance-of-payments deficit had a stronger effect in reducing 
deposits in the case of the bigger banks; these were also hit, as has 
been mentioned, by the containment of financing by the Bank of 
Italy. As a result, the bigger banks, from the second half of 1969 
onwards, had raised the rates on inter-bank accounts and begun a 
more active campaign to attract private customers by offering more 
advantageous rates on deposits. This gave a boost to the rise in 
deposit rates, which spread throughout the whole system and made it 
impossible for the inter-bank agreement to be confirmed at the end of 
1969. 

The high remuneration on bank deposits, coupled with the 
difficulties encountered by the capital market, led to a large increase 
in the funds collected, especially in the second half of the year. At the 
same time, the abundant creation of monetary base, all of which went 
to the banking system, provided the resources necessary for de- 
positing the required reserves and increased the system’s expansion 
potential. The rate of increase of deposits during that period was very 
high, partly owing to the changed origin of the monetary base; in fact, 
the part of this which flowed into the banking system through the 
Treasury deficit and the balance-of-payments surplus had an 
inmediate impact on creation of deposits, independently of the oper- 
ation of a multiplier process. In addition, the permission given to the 
banks to take, from the tied accounts constituting the compulsory 
reserves, sums for investment in securities issued by industrial credit 
institutions led to an increase in the deposits, first of these institutions 
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and then of their customers, equal in amount to the increase in the 
banking system’s liquidity. 

With the consolidation of the expansionary line of monetary 
policy, the banks abandoned the sharper forms of competition, thus 
creating the prerequisites for the re-establishment of an agreement on 
deposit rates. The new agreement, initially concluded between the 
bigger banks, provided for maximum limits on the rates on large 
deposits, while leaving the rates on smaller deposits free. This 
agreement, while satisfactory for the banks advocating it, was not so 
for the smaller ones, which would thus have been exposed to compe- 
tition from the big banks for deposits of modest size, which for the 
smaller banks represent a large proportion of the funds administered. 
Thus, an agreement was reached which provides for a classification of 
deposits by size and fixes the maximum rates applicable to each class. 
This method appears to have achieved the aim of curbing the rise in 
deposit rates but not that of reducing the average cost of deposits, 
since the rates have tended to cluster around the upper limit for each 
class. 

Our investigations regarding the effect of the rate of inflation on 
bond yields in Italy seem to contradict the assumption that these 
yields basically tend towards stability in real terms. It should there- 
fore be pointed out that sectors which are more sensitive to consider- 
ations of yield may shift their investment from the domestic to the 
international market. A stabilizing effect on financial yields is exerted 
by regulation of the supply of bonds, implemented by making new 
issues subject to authorisation, and by the policy of intervention on 
the market pursued by the Bank of Italy; this policy, abandoned in 
the summer of 1969, was resumed, systematically but in new forms, in 
May 1971. 

Experience in fact suggests that investors attach great import- 
ance to the stability of bond prices; their dislike of price fluctuations 
induces them to buy bonds bearing nominal rates close to the actual 
ones, as those which, if interest rates rise, suffer the smallest re- 
duction in their market values. It could thus be thought that, in a 
rationally organised market, adjustments in the terms of new issues 
should mainly be made in the nominal rate and in the life of the 
loans, the issue price being left around the par value. This kind of 
policy is currently being pursued on the international market and on 
the major foreign markets, but runs up against difficulties in our 
country. 
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These difficulties will be lessened when a unified capital market 
is established within the European Economic Community. Progress 
in this direction is to be made in the ways and with the timing laid 
down by the decision adopted last February by the Council of the 
Community. It should be recalled that the member countries have 
agreed, to this end, to harmonise their monetary policies and unify 
their instruments of intervention. The latter are conditioned by the 
institutional framework within which banking activity takes place. 

Thus, adaptations of this framework cannot be made by auton- 
omous decisions of the individual member countries. The solutions 
will emerge from the wishes expressed by each country; they cannot 
be undertaken at the national level. 


Credit, Saving and Investment in a Market Economy 


In public discussions, monetary policy is often held responsible 
for a low volume of investment and consequently for an insufficient 


rate of growth of income and a high level of unemployment. The 
following arguments are heard: in order to produce more, more credit 
is required; credit has been restricted or not sufficiently expanded; 
therefore the party responsible for this has prevented more from 
being produced. What has been said so far will help to show how 
little such arguments do justice to the complexity of the interrelation- 
ships between monetary phenomena and real phenomena. We pro- 
pose, nevertheless, to pursue further the examination as to the limits 
within which the supply of credit can help to solve concrete 
problems. 

A condition of equilibrium in the economic system is that all of 
the financial instruments issued in order to cover the financing 
requirements of the public sector and the private sector shall not 
exceed the volume of gross financial saving desired by the public, 
when the maximum employment of the usable resources has been 
reached. If this condition is not fulfilled, there are pressures on the 
level of prices and losses of foreign exchange reserves; the financial 
mechanism ceases to act in support of the expansion of the real 
economy, but operates only by inflating its monetary size. Another 
condition is that the public’s preferences regarding the forms in 





362 BNL Quarterly Review 


which it wishes to employ savings shall correspond with those of 
borrowers concerning the forms in which they wish to obtain finance. 
If this condition is not met, the ultimate result may be a decline in the 
public’s propensity to hold financial instruments. 

Looking back, and also observing current events, it cannot be 
said that these conditions are always met. The equilibrium has been 
disturbed by the joint action of the changes in institutional systems 
and in the public’s preferences. An effect in the same direction may 
be produced by other changes which can be expected to occur in the 
near future. 

Recent years have seen a pronounced trend towards an increase 
in the proportion of financial savings invested in foreign assets, 
entailing a reduction in the volume of funds available for the final 
users within the country. This trend is partly due to the wish of 
investors to diversify their assets and to the impossibility of meeting 
this wish on the domestic market owing to the lack of financial 
instruments that can compete with those offered by the international 
market. 

This change in the structure of financial assets causes a decrease 
of the amount of monetary base. The central bank can take action to 
offset this by purchasing the bonds issued by the public sector or 
enterprises which have not been taken up by households. This was 
the policy pursued by the Bank of Italy until the summer of 1969. 
The decrease of the monetary base caused by the capital account 
deficit of the balance of payments thus did not affect the volume of 
credit available within the country throughout the period when there 
were no inflationary tensions. 

The expansion of financial assets, however, is also conditioned 
by the existence of types of credit instruments with which the 
borrowing sectors intend to finance themselves; in other words, 
enterprises are not indifferent to the various ways in which funds can 
be raised; in fact, credit instruments are not completely inter- 
changeable or equally accessible to the various kinds of borrowers. 
Thus, if for institutional reasons, or because of market conditions, the 
possibilities of obtaining funds by means of appropriate instruments 
are limited, the overall volume of financing may also be reduced and 
productive activity may shrink as a consequence. 

In point of fact, the monetary authorities can help to adapt 
credit instruments to the requirements of financing of the planned 
level of investment, mainly through regulation of the monetary base, 
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both quantitatively and from the point of view of administrative 
constraints that link it to deposits, but this task is complicated by the 
high degree of separation between the centres of savings accumu- 
lation and those which decide their investment. 

An index of the magnitude assumed by this phenomenon in Italy 
is offered by the upward trend of the ratio of the changes in the 
economy’s financial liabilities to the gross product of the private 
sector. The change in the economy’s financial liabilities between 1951 
and 1958 averaged 8 per cent of the private sector’s gross product, 
whereas in the period 1959-1970 it rose to 13 per cent. As a 
substantial proportion of borrowing is for the purpose of financing 
capital investment, the ratio of the change in liabilities to investments 
may be regarded as an index of the external financing of the invest- 
ments, even though an approximate one, since financial liabilities are 
also issued for the acquisition of financial assets by enterprises. 

By deducting from the amount of external financing an esti- 
mated sum for the economy’s indebtedness connected with housing, 
and relating the remaining part to gross private investment excluding 
housing, we obtain a ratio which rose from 34 per cent in 1951 to 59 
per cent in 1970. The external financing of the housing sector has 
also increased, but remains at much lower levels, having risen from 28 
to 32 per cent. Our economy has thus become more exposed to the 
danger of discontinuity in the process of investment. 

In the period between 1951 and 1970, the share of risk capital in 
the economy’s total liabilities fell from 40 to 27 per cent. The 
growing excess of enterprises’ investments over their savings was 
therefore financed by short-term and long-term borrowing, which 
replaced risk capital. The long-term borrowing of enterprises, how- 
ever, was not matched by an equivalent amount of long-term credit 
from the sectors in which savings are formed. Consequently, the 
activity of the financial intermediaries ended in the transformation, 
on an increasing scale, of short-term funds into credit instruments 
suitable for financing investment. The volume of these transform- 
ations rose from an annual average of 280 billion lire in the period 
1951-1958, representing 9 per cent of investment, to one of 1,770 
billion lire or 22 per cent in the period 1959-1970. 

Present-day problems of the building sector also entail important 
financial aspects. The process of industrialization has been accom- 
panied in our country, and in a large number of Western countries, by 
the phenomenon of urbanization, which in turn has aggravated that 
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of the formation of differential rents in housing. The process is 
reflected in faster increases in house prices and rentals than in 
building costs; the rise in rentals helps to increase the pressure to 
obtain wage increases and thus stimulates the rise in costs and prices. 
The elimination of differential rents in housing as a possible source of 
financing for construction activity raises the problem of the substi- 
tutes to be introduced into the system in order to promote the 
financing of an adequate volume of housing suitable for the require- 
ments of a society in which the phenomena of urbanization appear to 
have become a permanent feature. If the importance attached in 
other countries to public building, or at any rate to building guided 
by the public authorities, is to be approached in Italy, this will impose 
a structural transformation of the means of financing construction: a 
part of households’ savings which formerly went directly to in- 
vestment in housing will have to be directed to the purchase of 
securities by means of which building is financed. 

This will lead to a further increase in the supply of financial 
instruments and will raise the problem of how they will be received 
by private investors. 

Over the years, we have increasingly investigated the reasons on 
which enterprises’ investment decisions are based. Factors con- 
tributing to these decisions are expectations concerning the trend of 
demand, given the degree of utilisation of productive capacity, expec- 
tations regarding profits and the development of technology; further 
factors are the desire of enterprises to maintain or possibly to enlarge 
their share of the market, the possibilities of obtaining sufficient 
credit to cover the gap between investment and self-financing, and 
the assessment of the risks attaching to a more or less high level of 
borrowing. 

An examination of the balance sheets of a large number of 
industrial enterprises shows that, each year, the increase in investment 
in equipment is in direct proportion to the rate of the enterprise’s 
internal saving in the previous year. The rate of saving is higher in 
large enterprises, which helps to explain the greater rise in the fixed 
capital investment of these enterprises in recent years. During the 
period 1963-1969, the average rate of gross self-financing worked out 
at 81 per cent in the larger enterprises and at 59 per cent in those 
with net capital assets of not more than 2.5 billion lire; this confirms 
that smaller enterprises are more subject to the effects of changes in 
the availability and cost of credit. In 1970, the rise in investment in 
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industry as a whole was attributable, even more than in the previous 
year, to public enterprises whose investments expanded by 42 per 
cent. In the case of private enterprises, the rate of increase was 15 per 
cent at current prices and little more than 4 per cent in terms of 
volume, and most of this was due to the activity of the bigger com- 
panies. 

Self-financing is of decisive importance in the growth of small 
enterprises, for which it appears as an exogenous factor, whereas large 
enterprises, under oligopolistic conditions, themselves have the 
power, in a closed market, of influencing self-financing via prices. If, 
on the other hand, we consider an open market, the argument con- 
cerning small enterprises can be extended to larger ones. 

Thus, self-financing has become the strategic variable in any 
development policy which is to be based on a substantial contribution 
from the private sector. In a system in which the degree of self- 
financing has shrunk, it is in itself difficult to find, in appropriate 
forms, financing for directly productive investment. This now 
happens in a situation where the process of investment is affected by 
aims, such as that of remedying regional and social disequilibria, 
which in the short term reduce the profitability of investment and 
thus further curtail the formation of wealth within enterprises. There 
is thus competition between productive investment which also serves 
a social purpose and productive investment for profit, but in the use 
of financial capital both also feel the impact of investment, such as 
that of local authorities and health services. Although, considered 
individually, all these requirements may be justified, their simul- 
taneous satisfaction seems to be incompatible with the volume of 
financial resources that can be supplied by the system under con- 
ditions of price stability. 

The view appears to be spreading, however, that these problems 
could be solved by recourse to the Bank of Italy, either by means of 
drawings on the current account held with it by the Treasury, or 
when the possibility of drawing on this account is exhausted, by 
presenting Treasury promissory notes for discount. 

It seems that any difficulty can be solved by recourse to bor- 
rowing. If it is urgent to assist this or that sector which is in 
difficulties, it is arranged that the government shall intervene by 
borrowing money from the Credit Consortium for Public Works. It 
will be the consortium’s duty to issue bonds; someone will subscribe 
for them, otherwise the Bank of Italy will fill the breach. If farmers 
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revolt because certain contributions are paid late, the solution is to 
provide the Treasury with a sort of executive instrument which gives 
it the power to call upon the Bank of Italy to pay. Our system has 
thus come to include recourse by the Treasury to extraordinary 
advances from the Bank of Italy, as during the war and the immediate 
post-war period, perhaps owing to the fading of the memory of the 
serious consequences which ensued. 

The banks, in their turn, have to be generous in credit-granting 
to large and small enterprises, to provinces, to municipalities, partly 
also because they will be assisted by new forms of insurance. 
Enterprises should borrow without hesitation: the large ones because 
they will have sufficient power to impose their will on the banks; the 
small ones because, sooner or later, they will find themselves helped 
by increasingly large credit concessions and ultimately by inter- 
ventions of public financing companies. 

It has, in fact, been proposed to extend to credits granted to 
small and medium-sized industrial enterprises a sort of insurance 
equivalent to that provided to exporters. The function of the banks 
would thus be degraded into that of dispensers of money on behalf of 
the government, but this would not necessarily make their behaviour 
any bolder; probably the opposite would happen, because the banks 
are not unaware of the harshness of the procedures to which they 
would be subjected when the government guarantees were to be ap- 
plied. 

It has also been proposed that two yearly-redemption payments 
on the loans granted by the industrial credit institutions should be 
postponed. It seems superfluous to emphasize the grave consequences 
which this would have on the activities of those institutions and on 
monetary equilibrium in general. 

In view of the greater difficulty experienced by small enterprises 
in passing on cost increases to prices, and of the high level of 
indebtedness which limits their further access to credit, it has been 
proposed that industrial enterprises with no more than 500 em- 
ployees at the end of 1970 should be temporarily relieved of the 
burden of part of the contributions to be paid to the national social 
security institutions. This would have the effect of establishing a sort 
of extra-corporeal circulation, since part of the higher costs borne by 
enterprises would be refunded to them by the issue of securities 
subscribed for by households, to which higher incomes have been 
distributed. But this is obviously a kind of relief which can only be 
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effective when there is a short-term imbalance between costs and 
prices. If the effect of the measure providing for the taking-over of 
part of the contributions by the government were to stimulate de- 
mands for higher wages, the measure would achieve results opposite 
to those desired. 

It has also been proposed to refund the turnover tax on indus- 
trial investments during the period preceding its replacement by the 
value added tax; this would clear away an element of uncertainty 
which might have led to the postponement of investment decisions. 
The financial effects would be similar to those of the above- 
mentioned measure: financial resources would be provided free of 
charge to enterprises by borrowing them from the household sector 
and leaving the redemption burden to be borne in future years. 

Lastly, the taking-over by the government of the higher prices 
paid for replenishment of fuel-oil supplies boils down to a tax 
reduction financed by borrowing. 

Last summer, measures were adopted for finding new sources of 
revenue for financing part of the deficit of the public health service 
institutions. The effect of these measures in 1970 was to increase the 
government sector’s deficit, since the amounts supplied to these 
institutions totalled over 200 billion lire, while the increased tax 
revenue, in view of the arrangement permitting petroleum companies 
to defer payment of the manufacturing tax to the Treasury, was no 
more than 100 billion lire. For 1971, despite the fact that these 
measures are producing their full effects on revenue, the deficit of the 
Treasury, the autonomous government agencies and the Central Post 
Office Savings Fund can at present be expected to reach a con- 
siderably larger amount than that corresponding to a state of balance 
in the economic system if the objectives stated in official documents 
were achieved. 

These objectives, in view of the trend during the first few 
months of this year, do not appear to be attainable unless there is a 
rapid expansion of demand, accompanied by an increase in pro- 
duction. 

It seems unlikely that investment will reach the total of 14,000 
billion lire mentioned in the aforesaid documents; the slackening of 
building activity is continuing, although this tendency may be mod- 
erated by the operation of the counter-cyclical measures approved by 
Parliament; in addition, the implementation of the far-reaching public 
building program, now being approved, will necessitate an adaptation 
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of administrative structures and will, even if the financial problems 
are solved, therefore upset the course of building activity for some 
time to come. Furthermore, to judge by the combined trend of 
production and foreign trade in capital goods, directly productive 
investments show no signs of acceleration. Public enterprises and 
some big private firms are carrying out large-scale projects located, in 
accordance with the objectives of the Programme, mainly in southern 
Italy and concentrated in certain basic sectors. But the activity of the 
other enterprises, largely medium-sized firms, is still stagnating with 
consequences which might be seen particularly in the northern re- 
gions. 

Private consumption does not appear to be providing any ap- 
preciable stimulus, at least as far as can be deduced from the trend of 
employment and wages. Employment is still tending to rise slightly, 
but there is much greater underemployment than at any time in the 
past eight years; in the year ending February 1971, the payments 
made by the Wage Equalisation Fund almost doubled. Unem- 
ployment also appears to be rising, on the basis of the lists of 
job-seekers, who have increased by one-fifth during the same period. 
As to wages, a sharp rise in hourly rates, with its repercussions on the 
cost of labour, is at present accompanied by only a modest increase in 
income, owing to the reduction in working hours and the virtual 
stagnation of employment. 

As for domestic supply, in view of the fact that the national 
product in the last quarter of 1970 was less than 1 per cent above the 
average for the year, it would be necessary, in order the achieve an 
increase of 4 per cent at constant prices, for it to go up at an average 
quarterly rate of about 1.5 per cent. This does not seem to be 
happening; industrial output, the trend of which, directly or in- 
directly, largely determines that of the national product, shows, 
seasonally adjusted, a decline of 1 per cent between the fourth 
quarter of 1970 and the first quarter of 1971. 

Labour productivity, as a result of the trends of production and 
employment just described, is still far from resuming the upward 
trend which is an essential condition for bringing the Italian economy 
back into line with its development potential. 

Confirmation of these difficulties is to be found in the trend 
both of bank lending, which is not expanding to the extent allowed 
by the greater creation of monetary base, giving rise to an increase in 
bank liquidity, and of prices, which are still rising under the influence 
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of cost increases. It should be added that the replacement of the 
turnover tax by the value added tax may superimpose further 
expansionary pressures on the upward spiraling of prices caused by 
costs, as experience in other countries has shown. If the price in- 
creases are concentrated in sectors closer to the final consumer, 
intermediation activities will benefit, while the position of manufac- 
turing enterprises will be further aggravated by the consequences 
which, through the sliding-scale mechanisms, will be reflected in 
costs. 

Lastly, foreign trade in goods and services, after an improvement 
in the latter part of 1970, showed in the first quarter of the current 
year, seasonally adjusted, a deterioration of the balance, which has 
swung round to a deficit. 

The signs of slacker economic activity — despite the much faster 
growth of the budget deficit than had been indicated — seem to confirm 
that the rise in private investment is slowing down. On the other hand, 
the increased deficit of the public sector, if it helps to give fresh impetus 
to activity in those sectors where demand has contracted, might con- 
tribute to keeping the volume of output at higher levels than can be 
achieved if nothing is done to stimulate production. 

However, although the current economic trend necessitates a 
large public-sector deficit this year, the additional expenditure should 
be of a kind that can be promptly restrained as soon as the pace of 
overall demand shows signs of recovering. 

The proposed measures for shifting certain social charges from 
employers to the government and the refund of the turnover tax on 
industrial investment meet this requirement. The calculations carried 
out jointly by the economic planning bodies and the Bank of Italy 
show that no inflationary effects will be produced if the measures 
bring about the expected increases in output and if the growth in 
financial assets is compatible with these; but the result will be a 
greater rigidity in our economy’s financial structure. 

The existence of a high level of foreign exchange reserves 
enables this policy to be pursued, since there is a fairly good margin 
to cover the effects of possible mistakes in forecasting. In 1964 it was 
the foreign component that sustained demand; this time it might be 
public expenditure. If this were to lead to increases in total expen- 
diture in excess of the immediate possibilities of supply, the tem- 


porary adverse effect on the balance of payments ought not to give 
rise to concern. 
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It may be wondered, however, whether support should be lent 
to actions which first depress the economy and then stimulate it 
through measures which, even when they are successful, do not 
eliminate the jerky nature of the development process. It is this 
stop-go tendency that causes a contraction of investment, which 
inevitably impairs the continuity of development. Determination of 
the trend of incomes within the framework of a planning policy 
reached with the help of both employers and employees is the right 
solution to ensure a smooth and steady growth of income. 

With the same objects in view it will be necessary, when the 
Programme for the five-year period 1971-1975 is drawn up, that the 
enormous financial requirements arising from the implementation of 
the reforms, or from other laws before Parliament or in course of 
preparation, should be scrutinized to ensure their compatibility with 
those of the other sectors of our economy, within the framework of 
an overall picture of the available resources and their uses. 


Our increasing participation in an enlarged and ever more 
deeply integrated European Economic Community is taking place at a 
time when our economy is hampered in its growth by a cost and price 
structure which discourages capital formation and by a structure of 
public expenditure which does little to assist it, while the changes 
connected with the introduction of certain reforms in our economic 
system create uncertainties which are reflected in the behaviour of 
businessmen. 

Our economy has suffered a wound, and neither the stimulus 
from public expenditure, even if orientated in the most suitable 
directions, nor credit expansion, however boldly undertaken, will 
alone serve to restore its vigour. It will be necessary, for a certain 
period of time, to achieve productivity increases in ways compatible 
with the more advanced systems that it is intended to introduce into 
business management and working conditions, and always pro- 
portional to wage increases, with the object of reducing the dis- 
crepancy which has developed between our country and our com- 
petitors in the movement of labour costs per unit of output. If this 


does not occur, we shall be obliged to accept inadequate rates of 
growth. 
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The decadence of the sense of social discipline, in Italy and the 
rest of the world, has created a situation in which groups possessing 
sufficient power take action to gain larger shares of income, thus 
imposing the acceptance of rising prices. Under these conditions, the 
monetary authorities have no choice but to feed the expenditure 
circuit to the extent necessary to finance transactions that are carried 
out at continually higher prices. Equilibrium is restored by inflation 
or by excluding the weakest from the process of wealth creation, or 
by a combination of both ways. Neither fiscal policy, nor monetary 
policy, nor a skilful policy mix can eliminate the evils from which 
society suffers when individuals do not consider themselves bound to 
a community, as parties cooperating in it, deriving their value from 
the work they perform in it and from the cohesion it achieves in 
freedom. 

We are firmly convinced that the introduction and implemen- 
tation of the reforms program, a fascinating and arduous task for this 
and the next few years, will be crowned with success if we can draw 
inspiration from this need for a renewal of harmonious cooperation. 
Another task also awaits us: that of completing the process of lasting 
integration of our economy into the system of more advanced 
countries, where tensions exist similar to those to which our country 
is subject. The younger generation of entrepreneurs and managers 
must be willing to persevere under more complex conditions than 
were known by their older colleagues, and this will subject their 
creative abilities to harder tests, but not such — this is our hope and is 
also indicated by the signs around us — as to prevent those abilities 
from being exercised. 

We, as the intermediaries between the sources of savings and 
production, are faced, and will continue to be faced, by difficult 
choices in the guidance of monetary flows. The purpose of our action 
will be, as it has been in the past, to hasten economic advance within 
a framework of social progress. 
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The United States’ New Economic Policy, the Monetary Crisis and 
its Repercussions on Italy 


During the past ten years, we have devoted the introduction of 
the concluding remarks of our Report to the international monetary 
system, to its functioning and to proposals for its reform. The se- 
quence of intervening events has not compromised the continuity of 
the views we have advanced in the conviction that it is impossible to 
restore order to a system wherein co-ordination of the economic 
policies of individual countries should be conditioned by their ac- 
ceptance of the constraints imposed by the relationship between 
variations in international and domestic liquidity. We have also 
contributed to the discussion on the introduction of reserve instru- 
ments which could isolate the creation of international liquidity from 
the vicissitudes of the United States’ balance of payments and from 
the flow of newly produced gold into the monetary system. 

Over the years, we have been increasingly insistent in our 
warnings regarding the possibility that the dollar might be declared 
inconvertible and we have emphasized that the rest of the world 
should be ready with its response. In 1968, we suggested that the 
European Economic Community’s response should be to transform 
itself into a monetary area, with fixed parities between the member 
countries’ currencies, which should however be allowed to fluctuate 
vis-a-vis the dollar and dollar-area currencies. Three factors have 
combined to hinder a transformation of this kind: first, insufficient 
progress towards the establishment of homogeneous regulations re- 
lating to joint-stock companies, to stock exchanges, to the banking 
system and to direct and indirect taxation, especially regarding 
income from securities; second, the unsatisfactory implementation of 
Community policies concerning anticyclical measures, regional devel- 
opment, agricultural structures and technological progress; and third, 
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the divergent interpretation of the measures taken by the US gov- 
ernment and of the international monetary consequences arising from 
the new economic policy embarked upon by the United States. It is 
perhaps relevant to add that on both sides of the Atlantic restoration 
of the international monetary system is often viewed as a return to the 
conditions of yesteryear, like the nostalgia to revisit a once familiar 
haunt. 

At the beginning of 1971, the US government seemed to be 
moved by the conviction that recourse to appropriate fiscal and 
monetary policies would stimulate a sufficiently large increase in 
supply to contain inflation: but the course of events demonstrated 
that the situation in which the economy was heading would not 
enable reconciliation of the objectives of faster growth and higher 
employment with the goals of greater price stability and improved 
balance-of-payments equilibrium. The measures intended to expand 
demand, and thereby to stimulate growth, produced little effect on 
the level of employment, but they had immediate repercussions on 
price levels, while the balance-of-payments deficit was increasing, 
despite a mounting reluctance on the part of the rest of the world to 
hold dollars. These contradictions, which cannot be explained by 
conventional economic reasoning, also prompted the decision to free 
the US economy from the constraint exercised by the balance of 
payments both by promoting the idea of currency realignment, with 
the object of diminishing the disequilibria, and, perhaps above all, by 
suspending convertibility of the dollar into other reserve instruments. 

Towards the middle of 1971, the United States economy was 
marked by the persistence of a high level of unemployment that 
seemed to react only momentarily to increases in demand. It was 
considered urgent to adapt the financial structures to the new 
economic situation so they could better transmit the stimuli imparted 
by monetary policy: there was also a call for fiscal policy based on the 
principle of containing public expenditure within the limits of the 
volume of revenue which would accrue to the government in a 
situation of full employment. But, at the same time, there was the 
widespread conviction that a policy of this kind would be ineffective 
unless implemented within the framework of an incomes policy 
backed by more than exhortations. The projected policy would be 
carried out in the form of public interventions designed to orient, 
rather than oppose, market forces. But this would be impossible 
without the action of new bodies in which management, labour and 
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government were represented. The conditions for success of the 
policy, it was concluded, lay in convincing the public of the need for a 
planned economic policy and in the readiness of the Administration 
to devise the policy through self-executing rules, concentrated in key 
sectors. 

Study of the observable and foreseeable structural changes in the 
economy proceeded, but in the meantime the US Administration 
could not escape from the need to resolve the serious problems 
stemming from the considerable under-utilisation of productive ca- 
pacity. 

The Federal budget presented in early 1972 indicates the general 
lines of the strategy on which the new policy is based: expansion of 
aggregate demand through the manoeuvre of public expenditure; 
increase of the budget deficit covered by securities issues; accelerated 
growth rate of the stock of money and quasi-money; and containment 
of wages and salaries, prices and profits by means of a kind of incomes 
policy. This strategy rejects the concept that the function of the 
monetary authorities should be limited to regulation of the money 
supply, leaving market forces to adjust real magnitudes to changes in 
its quantity. The US Administration has not failed to warn that the 
balance of payments may continue in deficit for the next two years, 
thereby heightening existing tensions on foreign exchange markets. 

We feel it is opportune at this point to examine briefly the 
factors which explain the effectiveness displayed, in recent months, by 
the policy of expanding public expenditure in order to increase 
national income. 

During 1971, wages and salaries rose faster than productivity, 
but the increase in unit costs was followed by an even higher rise in 
prices; as a result, the enterprises disposed of greater liquidity, 
thereby recreating one of the necessary conditions for the revival of 
their propensity to invest. During the third quarter, the financial 
resources of the enterprises rose at an annual rate of 130 billion 
dollars, of which internal resources accounted for 72 billion. In a 
situation of this kind, the increase in demand induced by public 
expenditure was bound to intersect with expanding supply; and 
similarly, the climate was right for an expansion of investment. This 
explains the success of the fiscal policy, freed from the fear that 


demand might negatively influence the balance-of-payments equi- 
librium. 
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Inconvertibility of the dollar, together with the parity re- 
alignment of December 18, 1971, have contributed to the emergence 
of a monetary arrangement consistent with an economic policy which 
has become even more intolerant of the external equilibrium con- 
straint. Increasingly insistent authoritative voices are being raised to 
warn that return to convertibility of the dollar would transfer the 
power to influence the management of US economic policy to the 
monetary authorities of the rest of the world. The United States, it is 
argued, should not undertake commitments of this nature: it would 
not be possible to fulfill them; and the final consequence might be 
resort to restrictions on trade and payments. In this context, it is 
difficult to comprehend the economic logic linking the declaration of 
official parity of the dollar and the declaration of the parities of the 
other currencies if, at the same time, there is no return to some form 
of convertibility of the dollar. 

After the Washington conference, it was stated that there would 
be a large flow of dollars from the central banks to the private sector 
and from both those sources to the United States; it was said that 
there would thus be an improvement of the US balance of payments 
both on official transactions and on liquidity basis. But this has not 
occurred; in the first quarter of this year, the Group of Ten countries 
together purchased approximately 2 billion dollars. During that 
period, Italy sold 400 million. 

This situation served to strengthen the conviction that the 
European Economic Community should be transformed into a mon- 
etary area, with its own individual status in the framework of the 
international monetary system. Following a decision reached by the 
EEC Council of Ministers, it was established that as of April 24, 1972 
the margins of fluctuation of Community currencies around their 
official rates may not exceed 2.25 per cent, instead of the 4.50 per cent 
margin which would result from implementation of the maximum 
limit of fluctuations with respect to the dollar permitted by present 
agreement (+2.25 per cent). Interventions in Community currencies 
are obligatory in order to keep the respective quotations within the 
narrowed fluctuation band, while it was established that intervention 
in dollars is permitted only when quotations of that currency reach 
the prescribed maximum limits. Within the respective fluctuation 
bands (the narrower relating to EEC curriences, the broader to rates 
between those currencies and the dollar), intervention may occur only 
after a concerted decision among the EEC central banks. To enable 
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intervention in Community currencies, provision is made for the 
granting of swaps between the central banks of the member countries. 
Debtor positions so incurred must be settled first by utilising any 
holding of the creditor country’s currency, and then in gold or 
gold-convertible instruments (SDRs, credits with IMF) and in dollars 
or other currencies, in proportion to the holdings thereof in the 
official reserves of the debtor country. 

Application of this system will have far-reaching consequences. 
A monetary order of this type will mean that the quotation of the 
dollar in Community currencies reaches the intervention limits in 
relation to the global surplus or deficit of the Community taken as a 
whole: the volume of settlements in dollars will be equivalent to that 
surplus or deficit, and settlement will be effected by Community 
countries having a net global surplus or deficit on balance of pay- 
ments, and therefore with more appreciated or depreciated cur- 
rencies. 

Variations in the dollar reserves of these countries will be 
equivalent to the net surplus or deficit of the Community with the 
rest of the world and to the amount of intra-Community balances 
settled in dollars. Within the Community, the creditor country may, 
with the consent of the debtor country, continue to hold the currency 
of the latter, instead of requesting settlement. Within these limits, the 
difference between the global surplus of the creditor country and the 
global surplus with the rest of the world (in this case, the surplus with 
the other Community countries) will be settled through the purchase 
of Community currencies. To the extent in which this occurs and the 
greater the weight of intra-Community settlements, a monetary 
system will be created wherein the composition of reserves will tend, 
on the one hand, to include a higher proportion of Community 
currencies and, on the other, to become more homogeneous. This 
will facilitate the transfer of reserves to a centralised organisation 
which would have the status initially of a monetary co-operation fund 
and subsequently of a federal bank. 

It is clear that the survival of this system will depend on the 
extent to which it is exposed to the tensions which the international 
monetary system has been subjected to as a consequence of the 
divergencies between the cyclical trends of the major industrial 
countries and of differences in their economic and monetary policies. 
We have repeatedly affirmed that the problem facing the Community 
can be solved only by accelerating the process of unification of the 
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institutions within which economic activity is carried out, and by 
speeding up co-ordination of targets and of the policies framed to 
attain those targets. There is insufficient evidence to suggest that 
solution of these problems is near; nevertheless, while the search for 
the most suitable solutions continues, there should be no delay in 
defining a common policy of relationships with external areas, in 
order to shelter Community markets from the deflationary or in- 
flationary pressures originating therefrom. 

But the degree of interdependence of financial markets does not 
permit delimitation of the border between the national market and 
the international market, in which transactions are settled in dollars 
and in other currencies; these, in fact, have become almost sections of 
a single market. The greater the possibility of transferring funds from 
one to the other on the basis of fixed exchange rates, the greater the 
need for authorities to subject the two sections of the market to 
uniform regulation. The necessity of imposing controls on flows of 
dollar funds into national markets is underlined by the fact that these 
flows have become more independent of the US basic balance-of- 
payments position, and even more so of that country’s current ac- 
count balance. An excess of such flows generates distortive effects on 
the real sector, both because it affects credit policies within individual 
countries and because it tends to widen exchange-rate variations. 

Statistically, the effects of transfers of dollar funds from the 
private sector to central banks, and vice versa, are manifested in 
negative and positive changes, respectively, in the US balance of 
payments on official transactions, always provided that such funds are 
deposited in the United States. The size of transfers from one sector 
of the market to the other is influenced by expectations of changes in 
parity and by interest rates, but their weight increases in importance 
with the volume of dollars held by non-residents, and this, in turn, is 
determined by the balance-of-payments deficit on liquidity basis and 
by the volume of Euro-bank assets. The dimension of the Euro-dollar 
market is influenced by the amount of liquid funds held by Euro- 
banks in the United States and, likewise, also by the amount held by 
those banks in national currencies, when there is the possibility of 
converting them into dollars on the basis of fixed exchange rates. 

On previous occasions, we have discussed the credit multiplier 
effects which occur on this market: the broadening of our knowledge 
demonstrates the need, in order accurately to measure this 
phenomenon, to take account of variables which have acquired some 
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importance in the recent past. When the same constraints are not 
applied to both, the co-existence of two contiguous markets — one in 
dollars and the other in national currencies — induces operators to 
utilise the market not subject to limitations imposed by the authorities 
when meeting their requirements. Thus, the idea of introducing in 
the Euro-dollar market compulsory reserve coefficients, similar to 
those applied to local banks, appears to be well-founded; in other 
words, it is necessary to regulate the banks’ capability of offering 
credit in dollars. 

The abundance, and the inconvertibility, of the dollar is 
prompting some central banks to resort to conversion of dollars into 
other currencies. Of late, increasing proportions of the reserves of 
some countries have been switched into pound sterling, Deutsche 
Mark, Swiss francs and guilders. Deposits of these currencies in 
countries other than the issuing country can produce international 
liquidity multiplier effects similar to those generated by central-bank 
dollar deposits in the Euromarket. It would therefore be advan- 
tageous if diversification of reserves and their employment were 
mutually agreed upon by the central banks. 

In the absence of effective regulation, the volume of flows of 
undesired funds could be of such magnitude as to present problems 
similar to those faced by the Europeans in 1971: a year in which 
exchange rates between the various currencies were subjected to 
pressures exercised by abnormally heavy short-term capital move- 
ments. 

In studying the consequences, consideration must be given to 
the competitive trading position that the Community countries intend 
to maintain with the United States. During the 1950s and part of the 
1960s, the United States enjoyed a virtually monopolistic position for 
certain goods, by virtue of its greater innovative capability; but the 
spread of know-how in the manufacture of goods with a high techno- 
logical content has weakened that position. The new products 
became available on local markets, also because US firms found it 
increasingly advantageous to manufacture abroad directly, thereby 
becoming more competitive both on foreign markets and on the 
home market. The importance of the price factor increased. In these 
circumstances, the establishment of adequate exchange rates between 
the dollar and the currencies of the other industrial countries assumes 
greater importance; and it becomes increasingly necessary to protect 
those rates from the consequences of flows of unwanted funds. 
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Despite the fact that the major countries to which these funds might 
flow state that they are prepared unconditionally to absorb dollars, in 
the absence of measures designed to contain such flows, doubts 
remain as to the feasibility of preserving a system based on fixed 
exchange rates. In a number of countries, measures have been taken 
wherein exporters are granted exchange guarantees: this has not been 
possible in Italy because of the interruption of Parliamentary activity; 
however, a decision should be taken quickly. 

Short-term dollar claims on the United States at the end of 1971 
amounted to 63.8 billion dollars, of which the central banks held 47.4 
billion and commercial banks and private operators 16.4 billion. 
During the early months of 1972, the larger part of the US balance- 
of-payments deficit on liquidity basis was financed by purchases of 
dollars by central banks. The degree of stability of the international 
monetary system depends to a large extent on the propensity of the 
central banks to continue to hold the dollars they presently possess. 
So long as this propensity exists, the source of danger to stability will 
lie exclusively in the United States’ balance of payments. 

The widespread conviction that the monetary authorities are in 
favour of maintaining the present parities has prevented the recent 
increase in the price of gold from having any appreciable reper- 
cussions on foreign exchange markets. Indeed, the price of gold rose 
in a very limited market, where the pressure of demand, initially for 
industrial utilisations, encountered an almost complete absence of 
supply. 

In the light of further US balance-of-payments deficits, the 
question arises as to which sector should absorb the newly created 
dollars: the commercial banks or central banks? If the dollar liquidity 
of the commercial banks were to rise, it would be necessary to take 
steps to prevent the consequent credit multiplier effects from 
reaching such proportions as to disrupt the domestic credit and 
monetary policies of individual countries. Those effects would 
probably be more controllable if the newly created dollars were 
acquired by central banks, even if a policy of this kind could not be 
pursued indefinitely. Hence the need to strengthen the European 
monetary area and to transform it into a centre of attraction for the 
largest possible aggregate of countries disposed to link their 
currencies, on the basis of fixed rates, to those of the European 
countries, thereby contributing to the creation of a system less ex- 
posed to destabilising pressures of external origin. 
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On various occasions, I have expressed doubts as to the feasi- 
bility of re-establishing an international monetary system based on the 
principle of universality: I continue to believe that the solution must 
be sought in the formation of large monetary areas. However, the 
majority of reformers seem to adhere to the very concept which 
inspired the gold-standard system; each proposes solutions based on 
the assumption of imposing settlements of debtor and creditor posi- 
tions between countries through one instrument or another available 
in limited quantity. The proponents of these solutions appear to 
believe that the signatory countries would be prepared to accept the 
constraints inherent in that limitation. They are asked whether deter- 
mination of the limit should be left to the wisdom of an international 
organisation which creates SDRs or to the restoration of gold’s 
traditional function; bearing in mind that the yellow metal has proved 
to be, and would continue to be, an uncontrollable instrument 
causing fortuitous rises and falls in the value of other instruments, 
capable of creating distortions beyond the control of government 
action. 

In reorganising the international monetary system, it will be 
necessary to recognise the profound change that has occurred in the 
balance of economic power between the United States, on the one 
hand, and the EEC and Japan on the other. Furthermore, it will be 
necessary to take into account the greater importance of the devel- 
oping countries, especially those which produce the energy resources 
on which the Western industrialised nations are becoming increasingly 
dependent. The IMF, originally conceived as an organisation provided 
with wide regulatory powers, on the assumption that the economic 
power of the United States would enable implementation of its 
decisions, would instead become a forum for the reconciliation of the 
manifold interests of the regional groups. In performance of this 
function, the chances of success would be enhanced by the partici- 
pation of the countries of the socialist area, which in some cases have 
displayed renewed interest in the problems concerning reform of the 
international monetary system. Awareness of the new situation is 
evidenced by the declared intention to assign negotiation of the 
problems associated with reform to a group of representatives of 20 
countries, selected in such a way as to ensure more balanced represen- 
tation of the interest of the various nations. 

If it is assumed that the international monetary system should 
provide instruments for the settlement of international payments, 
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designed to facilitate the process of adjustment between large aggre- 
gates — the United States, the European Economic Community, 
Japan, the oil-producing countries and the developing countries - it 
would follow that the principal function of reserves consisting of gold 
and SDRs should be essentially to control possible fluctuations in 
exchange rates between those large areas so that they reflect basic 
balance-of-payments patterns and do not undergo sudden variations 
caused by short-term capital movements. In addition, the desirability 
should be examined of the issuance of SDRs into which a proportion 
of dollars currently included in the reserves of the industrial countries 
could be converted, thereby emphasizing the willingness of the 
central banks holding those dollars not to cause their transference to 
the commercial banking circuit. It should also be noted that reserve 
requirements will diminish in line with the rate of economic integ- 
ration: within the EEC swaps would perform, at least in part, the 
function currently assigned to reserves. Finally, the existing criterion 
of allocation of SDRs on the basis of quotas subscribed by each 
country to the IMF should be replaced by another, designed to 
ensure the flow of newly created SDRs to those countries most in 
need of new liquidity. 

Turning now to the consequences of the international monetary 
crisis on the Italian economy, it should be stressed that the transition 
from the former parity of the lira to its new one occurred without 
serious complications. We did not consider it opportune to establish a 
two-tier market but instead operated on the level of external indebt- 
edness, in line with the policy adopted regularly over the past ten 
years. 

Indeed, since the first signs of the dollar crisis emerged, Italy has 
never been the target of serious speculative attack. Phenomena of this 
kind have been avoided above all by avail of the existing control 
mechanism: the institutional control requiring the banks to maintain 
their foreign exchange positions in balance; regulation of the banks’ 
foreign operations; and management of the ceilings of foreign 
exchange granted by the Italian Foreign Exchange Office (in par- 
ticular, the ceiling on forward operations). Observance by the banks 
of the obligation to maintain their external position more or less in 
balance has not meant a diminution of their intermediation activity; 
in that the position has been kept in balance at increasingly higher 
asset and liability levels, as evidenced by the fact that they rose from 
just over 20 billion dollars at the end of 1970 to approximately 26 
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billion at the end of March 1972. The control mechanisms have been 
reinforced whenever the international monetary crisis has heightened. 
But Italy has been isolated to some extent from speculative move- 
ments also by the less attractive prospects for placement of funds, due 
to the difficulties displayed by the economy and to the unpromising 
forecast as to its possible evolution. 

During 1971, by acting on the procurement and repayments of 
loans, the authorities were able to keep capital movements, excluding 
commercial credit, in relative equilibrium. Of the other forms of 
capital export, banknote remittances gave rise to a net outflow 
equivalent to 893 million, at an average monthly rate fairly close to 
that of 1970. In anticipation of developments on foreign exchange 
markets, most of the loan agreements concluded since the last quarter 
of 1969 have contained a pre-payment clause. The usefulness of this 
clause was soon to be demonstrated when the sudden reversal of 
trend caused by the dollar crisis called for a change. Thus, as of July 
last year (when our dollar reserves, totalling 2.3 billion, were roughly 
equivalent to dollar liabilities accruing from the larger loans con- 
tracted in the preceding period of extensive resort to foreign capital) 
it has been possible to put the borrowing policy into reverse and to 
neutralise an inflow of dollars which would otherwise have resulted 
in holdings of that currency exceeding the amounts considered de- 
sirable at the time. 

As the consequence of prepayment operations, the amount of 
such foreign loans outstanding had fallen to 750 million by March 31, 
1972, when our dollar reserves amounted to 2,050 million. Since 
borrowers have repaid their loans at more favourable exchange rates 
than those obtained when they were contracted, they have benefitted 
to the extent of nearly 20 billion lire; the gain refers largely to 
prepayments by bodies in the public sector. 

Between the end of 1970 and March 31 this year, Italy’s net 
official reserves rose from 5,270 million dollars to 6,250 million: 
during that period the proportion of gold, unchanged in absolute 
value, fell from 52 per cent to 44 per cent of the total, explained by 
an intervening increase of reserves held in SDRs and in convertible 
currencies of the EEC countries (which later accounted for 20 per 
cent of the total on March 31, compared with 15 per cent at the end 
of 1970); the proportion of dollars remained at just under one-third 
of the total. Similar variations are observed in the reserves of the 
other Group of Ten countries. Italy is still one of the countries with 
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the highest proportion of reserves in gold (44 per cent, as compared 
with the Netherlands’ high of 47 per cent) and the lowest proportion 
in dollars. Japan, Canada, West Germany and the United Kingdom 
are the countries with relatively high proportions of dollars in their 
reserves, ranging from 73 per cent to 63 per cent of the total. 

Within the EEC, owing also to the United Kingdom’s entry, we 
saw a tightening of the links between enterprises and their associ- 
ations, between trade unions, between banks, and between cultural 
movements. The pattern of unification is becoming clearer. The 
process is being constantly enriched by the effort of new men and by 
the contribution of new skills, but the process will be impoverished 
unless a political class, inspired by a common ideal, emerges to 
provide leadership for the business and commercial world. When 
questions arise calling for the intuition, the resoluteness and boldness 
required of politicians, their voices should prevail over those of the 
experts; otherwise the measures taken will suffer from abstractness 
and an impression of waning political vitality will become wide- 
spread. At the institutional level, the Council of Ministers should 
assert itself, in increasingly explicit terms, as the driving force of the 
Community. 

But accelerated unification will unleash forces which, unless 
appropriately oriented, could inhibit the participation of important 
geographical areas and social groups in the development process. The 
progressive limitation of national autonomy in the areas of foreign 
trade, capital movements and credit policies and, in the final analysis, 
of global demand policy, could influence economic development 
favourably in some countries and regions, adversely in others. 
Therefore, alongside the mechanism of monetary unification, the 
timely preparation is required of the instruments of a policy for 
balanced growth, financed also from the centre. We are supported in 
this conviction by the historically recent experience of Italy’s unifi- 
cation and by the awareness of the heavy burdens that have had to be 
borne, especially in the South, in the wake of economic unification 
left to free market forces. In this light, we believe that we are able to 
contribute to the understanding of the problems facing member 
countries as the integration process gains momentum, in the form of a 
description of some of the changes that occurred in Italy’s economic 
and financial structures during the 1960s. 
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Changes in Economic and Financial Structures during the 1960s 


Ten years have now passed since the founding of ENEL - the 
National Electric Energy Agency. Numerous debates preceded and 
followed this act which, at the time, seemed to be the most mo- 
mentous of the structural transformations our country would 
undergo. On our part, we stressed that the creation of organisations 
which by their nature have more frequent recourse to the financial 
market, mainly in the form of specific types of securities, would pose 
serious problems. In addition, we underlined that the measures 
adopted in nationalising the electric power industry should be based 
on the requisite of allowing the monetary authorities to keep firm 
control of financial markets. However, we also clearly predicted that 
this move would exacerbate problems growing out of the needs of 
both public investment aimed at bolstering the infrastructures of an 
advanced society and of private investment beyond the enterprises’ 
self-financing abilities, though the latter were still considerable then. 
In testimony before the Chamber of Deputies’ Enquiry Committee, at 
its November 22, 1962 hearing on the limitations placed on compe- 
tition in the economic field, I warned that we were heading towards a 
period in which far-reaching structural changes in our economy 
would certainly have repercussions on the ways of financing in- 
vestment. The more the state turns its efforts towards implementing a 
policy of infrastructure development, I stated, the more it will 
become necessary to raise required resources in the financial markets. 
I went on to say that if development policy hinged on industrialis- 
ation, but at the same time we limited the companies’ self-financing 
possibilities, it would become necessary to raise funds in the financial 
market by issuing securities and hence company shares. Otherwise, 
the special credit institutions, which raise capital through bonds, 
would have to be equipped to increase their lending activities. The 
greater the shift of income from the enterprises to the households, I 
pointed out, the greater the gain in importance of financial 
intermediation. Yet in this process an ever larger role is being given 
to bonds. No expedient could lure the public into placing their 
savings in these securities if the prospects seemed dim for reasonable 
monetary stability. Events during the 1960s bore out this interpre- 
tation. In this exposition I do not intend to give a detailed description 
of these events, but only to touch upon the major changes that took 
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place and their causes, as these have repercussions on the economic 
and monetary policy decisions which the government authorities will 
have to make in the near future. 

During the 1960s, the main features of our productive system 
underwent profound changes: notably, in the form of industrial 
concentration as the groups expanded, greater investment by the 
state-controlled companies as compared with the private ones, and 
the considerable dwindling of stock ownership by households. The 
passage from the old guard to the new was not always painless. In 
some cases, dynastic family capitalism was substituted by modern 
management structures. There has been a strong movement towards 
direct participation in the formation process of company decision- 
making, but it has often met with widespread incomprehension. The 
method of planned economic direction has given rise to a new 
category of public officials, but between these men and the conven- 
tional administrators a sort of wall of incommunicability has formed. 

During the 1961-70 period, the economy’s development process 
was bolstered, as in the previous decade, by the decisive contribution 
of the industrial sector. On average, the value added turned out by 
the manufacturing companies — which are the most representative and 
dynamic element in the entire sector — calculated at current prices, 
grew at the yearly rate of 7.2 per cent (vs. 7.8 per cent in the previous 
decade). Since the labour factor in the productive cycles, measured in 
terms of hours worked, held quite steady, yearly productivity trends 
were nearly identical to those of value added. This was achieved both 
by reorganising the companies’ internal structure and by making the 
production process more capital-intensive and finally by the improved 
skills of the labour force. Stepped up productivity had its toll, 
particularly in heavier workloads. This, plus a lag in the development 
of social infrastructures, produced strains in the physical and mental 
well-being of the workers. Since the end of 1969, trade-union dis- 
putes have often focused on this situation, bringing about contracts 
which ensure improvement of production-line conditions. The greater 
participation of workers in decisions on production methods, while 
representing a step towards more modern forms of business man- 
agement, also imply a slowdown in investment and productive ac- 
tivity. As a result, most enterprises have become less profitable. Thus, 
despite the existence of expansive policies, it is more difficult to 
re-equilibrate company financial structures undermined by increases 
in wage costs. In the end, the employment level suffers. 
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In the same decade, wage rises kept pace with, or outran, 
augments in productivity in most industries, though the latter varied 
widely from sector to sector. Wage dynamics, that is, developed 
independently of the degree of company efficiency, thereby causing 
unit labour costs to dovetail. The enterprises tried, albeit with only 
partial success, to defend their portion of income distribution by 
increasing prices within the limits allowed by conditions on domestic 
and international markets. 

As a result, in the manufacturing sector, against an average 
yearly increase of 10.9 per cent in income for dependent labour, other 
incomes rose on average by 8.9 per cent. This shift in distribution and 
the greater reliance of the enterprises on external financing, as well as 
the difficulties met raising funds through stock offers, had their 
impact on the companies’ financial structure. The ratio of risk capital 
to liabilities of all public and private enterprises operating in the 
overall economy, dropped from 47 per cent at the end of 1963 (the 
first year this information was made available) to 38 per cent at the 
end of 1970 — not taking into account the reduction in stock market 
prices — and to 32 per cent if this factor is also considered. 

More detailed information is available over a longer span for a 
group of 200 large public and private manufacturing enterprises. For 
these enterprises, between the end of 1958 and the end of 1970, the 
ratio of debts to total liabilities rose sharply. The trend was particu- 
larly intense during the first five years of the period considered when 
investment was developing considerably, but it hardly slackened in 
the following years when the let-up in investment should have 
allowed the balance to swing back. As a matter of fact, it moved from 
36.1 per cent in 1958 to 42.9 per cent in 1963 and to 46.7 in 
1970. 

Within this overall pattern, the public and private enterprises 
showed different trends, especially over the last few years. In fact, the 
degree of indebtedness not only appears to be structurally higher for 
public enterprises, but from 1963 to 1970 it grew much more than 
did the private enterprises. 

These differences can be explained by the private companies’ 
generally stricter need to maintain balanced financial structures, and 
by the level of gross profits per capital unit. This level was lower for 
public enterprises. Too low in fact, in a large number of cases, to 
allow the replacement of fixed assets within their economic life 
span. 
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Another indicator of the enterprises’ financial structure, the 
trend of the ratio of the companies’ risk capital to the total of their 
non-liquid assets, is the source of even more glaring proof of the two 
groups’ different debt policies. In fact, for the public companies 
between 1963 and 1970, this ratio lowered 15 percentage points 
while for the private ones it dropped 3. However, it should be 
remembered that the state-controlled productive companies took 
advantage of financing from their administering agencies, which in 
turn received grants from the Treasury. 

Faced with the reduction in the relative weight of their risk 
capital and having exceeded the desired degree of indebtedness, 
companies attempt to react with larger stock issues; but the flotation 
cost increases with the deterioration of the financial situation, just as 
loan interest rates rise whenever the degree of indebtedness exceeds 
critical levels. A company cannot therefore depart for long from the 
desired structure of liabilities without being penalised in terms of 
higher costs of equity capital as well as of debt. In the extreme case 
when the degree of risk rises above certain limits, the sources of 
external financing may even dry up. 

During the past three years, there has in fact been a rise in share 
issues, stimulated by fiscal concessions: but the degree of indebt- 
edness has risen further, not only in the case of public enterprises, 
which have accelerated their investment programmes, but also in the 
case of private enterprises, despite the fact that the level of their 
investments has fallen sharply. 

Between 1959 and 1963, a period of rapid economic growth, the 
earnings of enterprises were running at a high level, as were their 
borrowings. Firms were spurred to borrow by the advantage of 
increasing in this way their aggregate assets, with a consequently 
larger return on their own capital as compared to that on the overall 
invested capital. Subsequently, with the change in economic con- 
ditions, and when enterprises found themselves heavily indebted, also 
because they had reached the end of a period of large investment, the 
situation was reversed: the decline of profits caused a proportionally 
larger fall of the return on the firms’ own capital than on aggregate 
assets, thereby contributing to hinder new stock issues. The limi- 
tations on raising risk capital, together with the lower level of 
enterprises’ savings resulted in a containment of the firms’ equity 
capital expansion; thus, at parity of other factors, a situation was 
created which restricted the borrowing ability of enterprises and, 
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eventually, hindered their growth. For these reasons it is possible to 
speak, on the one hand, of cumulative effects of profits on the 
development of enterprises and, on the other, of destabilising effects 
of high degrees of indebtedness. In a situation of continuing high 
degrees of indebtedness it is by no means incidental that enterprises 
might find themselves close to bankruptcy, and either seek rescue 
from the public authorities or sell out to foreign companies. 

As regards stock investors, during the 1960s a number of factors 
contributed to the deterioration of the tax position of shareholders: 
the introduction of the new system for recording share ownership, 
and the withholding of tax on profits distributed by companies; the 
increase of the tax rate on company profits; the increase in personal 
income tax rates; the introduction of a number of surtaxes; and the 
heavier burden of these progressive taxes as a result of increases in 
monetary income connected with the erosion of the real value of 
money. Taxes on interests paid on financial investment also increased: 
in the case of bond-holders, however, these taxes would seem to have 
had little disincentive effect, both because they are borne by issuers 
and because income from interest on bonds is in fact not taxed on a 
personal basis, since bond certificates are payable to the bearer. The 
average, as well as the marginal, incidence of taxation on personal 
incomes have been increasing throughout the decade under review, 
but they will diminish when the tax reform legislation comes into 
force. This will result in greater availability of savings for investment 
and a smaller overall incidence of personal taxation on investment 
incomes. However, since company profits will continue to be subject 
to double taxation, levied on both the company and the shareholder, 
the heavy overall tax burden borne by the latter will remain. The 
Italian tax system will continue to be more burdensome than in other 
countries, where shareholders are allowed a tax credit on dividends, 
enabling them to recover all or part of the tax paid by companies on 
distributed profits. Bond interest will be subject to a substitutive tax 
whose payment has to be obligatorily recovered by the issuer from 
the bond-holder, if a physical person. However, as a consequence of 
the shift mechanism, the tax will result in an additional cost for the 
bond issuer. 

The aforementioned concentration process, which characterised 
Italian industry during the 1960s, gained impetus from the expansion 
of market dimensions and from fiscal concessions: the process was 
further accelerated, sometimes excessively, by the difficulties encoun- 
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tered by numerous, mainly medium-sized and small, enterprises. In 
the case of an extensive group of manufacturing companies, the 
phenomenon emerged in the first half of the 1960s and subsequently 
gained momentum: of the 784 companies comprising the group 
considered in 1958, only 423 remained in 1970. The increased 
industrial concentration, if calculated in terms of fixed capital, was 
attributable not only to the acquisition of smaller enterprises, but also 
to a stepping-up of investment by larger enterprises. State-controlled 
enterprises and private enterprises with a net worth exceeding 20 
billion lire increased their fixed capital more than other firms. In this 
respect, the incidence of larger companies rose from 64.4 per cent in 
1961 to 68.7 per cent in 1970. Firms’ asset composition shows that, of 
non-liquid assets, the part representing investments in other firms has 
been increasing at a higher rate in the case of private than of public 
enterprises. This fact testifies to the expansion of the concentration 
process and the reluctance of private enterprises to undertake the 
risks of direct real investment. The increased weight of the larger 
enterprises is also due to the extension of their ties with smaller 
enterprises in the form of sub-contracting; in this way, the smaller 
enterprises preserve their individual status, but their negotiating 
power is diminished and, ultimately, they lose their autonomy. 

The major transformation which occurred in the structure of the 
Italian economy is evidenced by the change in the proportion of gross 
fixed-asset investment in industry by private enterprises and public 
enterprises, the latter category including public agencies such as 
ENEL and state-controlled companies. The private enterprises’ share 
of gross fixed-asset investment in industry has fallen from 81.1 per 
cent in 1961 to 52.8 per cent in 1971. These different percentage 
figures, although reflecting the different economic conditions in the 
two years under consideration, are such as to confirm the aforemen- 
tioned structural change. 

In our Report for the financial year 1965, reference was made to 
the expansion of investment in basic industries by state-controlled 
enterprises and, on that occasion, we stressed the desirability of 
intensifying public intervention in sectors concerning services of an 
infrastructural character and in sectors concerned with rationalisation 
of structures complementary to agricultural production. Doubts were 
expressed, instead, as to the desirability of state-controlled companies 
entering into competition with private enterprise in other sectors, 
with the result of upsetting the bases of corporate economic strategy 
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of the private sector. Instead, the necessary infrastructures have not 
been created and the expansion of public intervention in the pro- 
ductive sector did not take place within the framework of a general 
strategy defining the objectives, limits and methods of public inter- 
vention; with the result that the structure of the industrial system has 
changed, to a certain extent, under the pressure of cyclical factors. 

A far-reaching transformation has occurred also in the area of 
financial intermediation. The ratio of domestic lending by special 
credit institutions to that by commercial banks has risen from 46.9 per 
cent in 1961 to 62.1 per cent in 1971: during that period, the average 
annual growth-rate was 17.0 per cent for the former and 13.8 per cent 
for the latter. Of the total amount of funds lent by credit institutions 
to industry and for public works, subsidised-interest loans accounted 
for 48.0 per cent in the period 1961-65 and for 57.7 per cent in the 
period 1966-71. There has thus been a continuous expansion of the 
area in which the granting of loans is the result of the decisions of 
both the authorities that grant the subsidy and the institutions that 
conclude the loan operation. However, there has been an ever- 
growing tendency for the decisional weight of the former to prevail 
over that of the latter. 

The granting of subsidies has become an integral part of 
economic planning policy. These subsidies are established according 
to the procedures concerning investment planning through joint 
government and enterprise negotiation, in conformity with the pro- 
visions of legislation relating to public intervention in Southern Italy. 
It appears increasingly clear that, in practice, the possibility of an 
autonomous evaluation on the part of credit institutions is con- 
ditioned by prior decisions of the planning organs. The margin of 
discretionary power granted to credit istitutions is steadily dimin- 
ishing with regard to applicants for loans which have already received 
the declaration of conformity expressed by the Minister for Special 
Intervention in Southern Italy after technical investigation. If credit 
institutions were to be excluded from participating in the planning 
offices’ decision-making process, they would eventually become 
merely administrative organs, with the sole function of verifying that 
disbursement of loaned funds proceeds in accordance with the pro- 
gress of financed works. Entire productive sectors will have to be 
critically reviewed and the firms’ structures re-examined; also for 


these purposes, the credit institutions could provide valuable collab- 
oration. 
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As the granting of subsidies increases, the need for their coordi- 
nation in a general investment plan becomes more urgent. This 
rationale underlies the provisions contained in the law for financing 
the Cassa per il Mezzogiorno — Southern Italy Development Agency - 
for the period 1971-75 inclusive. According to this law, companies 
having stock-exchange listing and those with not less than 5 billion 
lire of stock capital are required to notify the Budget Minister of their 
investment programmes relating to any part of the country. This 
requirement also applies to all firms (even if they do not come within 
the aforementioned categories) that intend to build new industrial 
plants, or to expand existing plants, for an amount exceeding 7 billion 
lire. It is CIPE — Interministerial Committee for Economic Planning 
— that has to decide whether the investment projects comply with 
national economic planning guidelines, in relation to the level of 
congestion in the projected areas of plant location, as well as to the 
availability of labour in those areas. 

The above-mentioned law attributes powers regarding authoris- 
ation of gross fixed-asset investment which further extend the already 
wide powers under existing legislation. Leaving aside public inter- 
vention at the investment authorisation stage, the public sector, if we 
include public enterprises and state-controlled companies, accounted 
for 46 per cent of total gross fixed-asset investment realised in 1971, 
exclusive of investment in housing. Moreover, a large proportion of 
private investment is also subject to public intervention, in the form 
of granting subsidies. Under the new law, as a consequence only of 
the provisions relating to the amount of stock capital and to stock- 
exchange listing, approximately one half of the investments carried 
out by companies will be subjected to direct government control. 

It is worth adding that the introduction of constraints on the 
investment plans undertaken by certain companies might induce them 
to have these investment projects implemented by their associates not 
covered by the control provisions; or it might generate a tendency to 
break down programmes into smaller parts. Even investments per- 
formed in these ways could be controlled if they were subjected to 
qualitative credit control. However, the economy would be deprived 
of a residual area more directly sensitive to market forces, an area 
which could serve as an indicator for the planners. The final result 
might be a system over-identified and more exposed to the danger of 
immobility. When, as in the case of Italy, there exists a wide area of 
direct and indirect controls on investment, it does not seem con- 
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venient to restrict the margin allowed on decisions concerning the 
granting of ordinary credit. We therefore reaffirm our conviction that 
a qualitative control on ordinary credit would be both superfluous 
and inefficient. 

The recently introduced collaboration between planning organs, 
enterprises and special credit institutions seems bound in time to 
define a new method for the promotion of initiatives, for the selection 
of men capable of undertaking them, and for controlling that the 
means correspond to the ends and that the latter are finally attained. 
The overall system will be viable to the extent that it will be possible 
to prevent its degradation into another system wherein responsi- 
bilities fade out and it is sought to re-establish them by resorting to 
administrative and judicial controls. The efficiency of the overall 
system will be enhanced through decision decentralisation on a 
regional basis, provided that the competence areas of the central 
government and of the regional authorities are not violated. As 
observed by the Constitutional Court, the power to control credit 
activity and to supervise credit institutions must remain unitary, that 
is to say, it must be in the hands of the state. The credit function, in 
all its aspects, is a matter of public interest and must be subjected to a 
rigorously unitary discipline. In this matter the powers of the regions 
cannot exclude those conferred by law upon the state. Monetary 
order must be ensured on a national basis, in order to guarantee the 
flow of available resources into the various parts of the country and, 
consequently, to ensure balanced regional development. 

The foregoing observations are based on the study of con- 
siderable statistical information. They obviously cannot be considered 
as definitive, but they do allow some conclusions to be drawn with 
respect to the country’s general problems. It should first be em- 
phasized that the growing awareness of the deterioration of the 
natural environment, and of its social consequences, seems to have 
created the conviction that public intervention is necessary in the 
capital accumulation process, in such manner as to regulate the 
territorial distribution of capital and its composition. The external 
diseconomies of certain investments, whether arising from their geo- 
graphical location or from the production system employed or from 
the products manufactured, have faced legislators and planners with a 
number of substantially new problems. The aforementioned changes 
in economic and social structures, as well as in regulations, did not 
reflect those needs. Rather, the belief prevailed that the inclusion of 
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productive activities in a state-controlled enterprise system would, per 
se, free them from the constraints imposed upon the management of 
enterprises whose survival is tied to the degree of their efficiency. The 
public sector has been endowed with a larger number of instruments 
suitable for stimulating production aimed at satisfying individual 
consumption, but not those of the community as a whole. The 
planners have not failed to proclaim that the public sector should 
orient its intervention towards planning by objectives. Public in- 
vestment, public consumption, social uses of income: these are the 
logical categories to which it has proved difficult to associate public 
expenditures which have instead been determined by contingent 
requirements. The government has been provided with wider dis- 
cretionary powers, but this has occurred in a still conventional 
framework, in which the problems of simplifying procedures and 
eliminating delays have not been dealt with. 


The Financial Structure and the Control of Monetary Aggre- 
gates 


The process of development of our economy within the 
European context greatly stresses the immediacy of those problems 
this country faces in regard to the laws regulating the corporate 
sector, the stock exchange and the rules of a competitive market. At 
present, with regard to this matter, there are several bills prepared 
either by the government or by Parliament. Moreover, these bills do 
not differ from each other in such a way as to require lengthy 
deliberation in order to achieve an overall agreement. If the pro- 
ductive system has to be based on independent firms organised along 
corporate lines, then the law must provide a suitable climate for their 
survival on the one hand and on the other clearly define their 
managers’ responsibility and thereby protect the community’s interest 
through the regular release of complete, readily comprehensible 
information. When the institutional structure has been brought up to 
modern standards, the power of the supervisory bodies to allow the 
listing of the stock of a corporation when it exceeds a given size or - 
as was cited in a Report some years ago - if it receives grants from the 
Budget, will not only bring added strength to our financial markets, 
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but will also increase the effectiveness of supervision on the com- 
panies’ behaviour and their development. The role which the stock 
exchange plays in the public interest would be performed with 
greater success if its intermediary activities were regulated by modern 
provisions. In this way it would be made clear that the stock exchange 
is not a place where few market participants waste funds representing 
the savings of others, but a forum where it is possible to give ex- 
pression to investors’ judgements stemming from a comparison be- 
tween firms’ financial means and their goals and results. Furthermore, 
the stock exchange should be viewed as a useful source of infor- 
mation, also for the central planning organs. 

By setting up IMI - the Italian Industrial Credit Institute — the 
astute promoters of its founding Act intended, at a time of general 
economic depression, to provide new forms of intermediation. The 
statute allowed IMI to issue: special series of bonds linked to par- 
ticular financial operations or groups of operations; bonds giving the 
right to participate in the dividends of certain groups of stocks held in 
its portfolio; and, finally, securities representing rights on special 
groups of public or private securities held in trust for the subscriber. 
These newly issued securities could take the form of registered 
securities or securities payable to the bearer. Thus, over the years 
repeated attempts have been made to integrate the forms of supplying 
capital by putting IMI in a position to take part in the creation of risk 
capital. These intentions, however, have met with little success owing 
to administrative obstacles. 

Attempts to introduce modern legislation regarding mutual 
funds for investment in our country had the same fate. Certainly, at 
that time no one thought that this instrument would make any 
decisive contribution towards solving our financial problems; none- 
theless, regardless of the possible outcome, it would have been better 
to try it. Administrative controls were set on the issuing in Italy of 
shares of foreign mutual funds and it was stipulated that at least half 
the stocks in their portofolios must be Italian. By December 31 last, 
the foreign mutual funds which are allowed to operate in Italy had 
sold about half a billion dollars’ worth of shares: two-fifths of their 
market purchases were Italian stocks, foreign securities made up an 
equal portion and the remaining fifth took the form of liquid re- 
sources mainly deposited abroad. Only in the case of a fund auth- 


orised to place 5 million dollars of shares did losses arise owing to its 
difficult financial position. 
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In previous Reports, we have examined various aspects of our 
financial structure and in conclusion stressed the desirability of having 
institutions specialised in dealing with medium- and long-term credit 
and others specialised in short-term credit, although in certain cases it 
is difficult to mark a clear line between the point where one ends and 
the other begins. Since investment depends so highly upon external 
financing, especially in areas of intensive development, and since it is 
necessary to find new formulas for increasing financial market partici- 
pation, it seems that the time has come to widen collaboration 
between the medium- and long-term credit institutions and banks, 
without excluding the possibility that one of the former might invest 
in the equity capital of the latter. Integration of authorised forms of 
fund raising by long-term credit institutions with others involving 
lower costs than bond issuing is needed; without, however, creating a 
level of competition between these institutions and the banks that 
might have an unfavourable impact on the cost of fund raising. 

During the last decade, the banking system has not undergone 
any appreciable change as to its proprietorship-distribution between 
public and private sectors. By including within the first sector public 
law incorporated banks, savings banks, banks of national importance 
and the commercial banks under their control, namely the institutions 
whose top management is directly or indirectly appointed by the 
public authorities, it emerges that the sector’s relative weight, calcu- 
lated on the basis of amount of funds administered, rose to 66.7 per 
cent at the end of 1961 and to 67.8 per cent at the end of 1971. 
Within the second sector which includes the remaining banks a shift 
in favour of co-operative banks took place. Moreover, while the 
non-financial sector experienced an intensified process of enterprise 
mergers, bank concentration in terms of the quantity of resources 
administered by the larger banks was slower, notwithstanding the fact 
that the number of banks dropped from 1,261 to 1,158. It would be 
worthwhile to make a more detailed examination of the effects these 
divergent trends have on the efficiency of bank intermediation, es- 
pecially with respect to the banks’ attitude in directing enterprises 
towards more convenient financial decisions. Well sheltered from 
foreign competition, the system retains many oligopolistic features 
and operates in a market characterised by imperfections, some of 
which we will examine further on in this chapter. 

More complete data, recently made available, on the banks’ 
lending and deposit rates make it possible to weigh more accurately 
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their attitude towards providing efficient services to the productive 
sectors and to transmit the impulses of monetary policy to the 
economy. 

Data on bank lending and deposit rates refer to the last three 
years, notably a period in which bank activity was characterised by 
different phases. In 1969 and 1970, loans grew at a considerably 
higher rate than securities held in banks’ portfolios: 15.1 and 10.2 per 
cent respectively in 1969 and 14.0 and 6.6 per cent in 1970. In 1971, 
the pattern was reversed: securities grew by 27.5 per cent and loans 
by 13.1 per cent. Indebtedness with the Bank of Italy, which in- 
creased in 1969, fell steeply in 1970 and hardly moved from these 
lower levels in 1971. Excess reserves shrank considerably during 1969 
and in the first half of 1970; during the second half of 1970 and the 
first quarter of 1971 they rose rapidly, either in absolute value or with 
respect to deposits. Then they remained stable at the level reached at 
the end of March. 

Although short, the period was rich in variations, hence the 
available data make it possible to analyse some features of our 
bank-rate system. The highest rates are paid by the local authorities 
that, anxious to obtain resources to finance their deficits, appear 
hardly sensitive to high credit cost. Next in line are the single-owner 
firms which, because their average size is smaller than other en- 
terprises, are in a worse bargaining position. The rates paid by the 
companies are lower and are even more so when their shares are held 
by the state-controlled holding companies. The highest rates are paid 
by those industrial sectors where small enterprises are in the majority; 
while the lowest ones prevail in highly merged industries. Generally 
speaking, when loans are divided into groups according to amounts, 
their rates turn out to be inversely proportionate to their size. In 
terms of rate movement, the increase during the restrictive phase and 
the decrease during the expansive one were asymmetrical; whereas 
the increase, which started during the second half of 1969, coming to 
a halt towards the end of 1970, was quick to progress, the decrease, 
still going on, seems slower. Rates paid by the various sectors of the 
economy had a basically uniform movement during the growth phase. 
In contrast, during the decrease phase, rates paid by large public 
enterprises and those on the biggest loans declined more rapidly. 
Consequently, the spread between minimum and maximum rates, 


which was stable during the growth phase, widened considerably in 
the following phase. 
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The large banks, operating in highly competitive areas where 
customers are more sensitive to marginal differences on rates paid on 
deposits, immediately follow their competitors’ lead when setting an 
increase. Thus, a competitive move by one bank is usually followed 
by a general increase in deposit rates - without substantial increases 
in the market shares of each bank - and with an increase in total 
deposits only in proportion to the ability of the banking system to 
attract more reserves by shifting the public from cash or Post Office 
deposits to bank deposits. Due to this type of competition, which 
quickly spreads rate increases offered by one bank over the entire 
system, the banks are slow to take the initiative of reducing deposit 
rates for fear of suffering losses in their market share. The increment 
in deposits which one bank can achieve by paying a higher rate is 
considerably lower than the loss of deposits that bank would suffer if 
it had unilaterally reduced its rate by the same amount. Since Post 
Office and bank deposits are readily interchangeable, even slight rate 
differences can cause large movements of funds from one category to 
another. The delay in adapting Post Office deposits to changed 
market conditions gives the banks the opportunity to temporarily 
divert funds from the Post Office administration during a restrictive 
phase, whereas during an expansive phase it forces them to be more 
cautious about reducing their deposit rates. 

Against this background of imperfect competition, the interest rate 
and the volume of deposits are determined in harmony with the banks’ 
earning assets, expansion and composition. Once lending rates have been 
determined as a function of the state of credit demand and supply and 
especially of bond yields, deposit rates tend to find their own level 
depending on the way each bank reconciles its goals of enlarging its 
market share and attaining high profits. The more a single bank is 
willing to sacrifice the second goal in favour of the first one, the 
narrower the spread between deposit rates and lending rates. Compe- 
tition to defend and enlarge market shares while accelerating upward 
movements of deposit rates in a period when the latter are rising, tends, 
on the contrary, in a period of abundant liquidity, to hinder downward 
movements and, consequently, may delay the fall of lending rates. This 
implies that, in order to induce a downward movement in interest rates, 
it is necessary to increase the monetary base, in the expansionary phase, 
by an amount much larger in absolute terms than the decrease which is 
required in the contraction phase for the purpose of inducing an upward 
movement of the same magnitude. 
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In 1971, the annual average spread between lending and deposit 
rates was roughly similar to the previous year’s and greater than that 
registered in those industrial countries where reliable information is 
available. However, it should be noted that international comparisons 
are of little value if not accompanied by information concerning taxes 
paid by the banking system. For instance, the Italian banks do not 
charge their customers for the payment of taxes on interest paid out 
on saving deposits. Therefore, they bear an added tax burden which 
eventually shows up in their profit and loss statements. Hence, if this 
circumstance is worked into comparisons, the difference between our 
country and the others does not seem so great. It must be added that 
banks operating in conditions such as those described earlier are 
subject to greater risks stemming from the enterprises’ difficult con- 
ditions. Hence, it is in the general interest that banks keep sufficient 
reserve funds to protect depositors. Since the annual average spread 
between lending and deposit rates remained unchanged, the rise in 
banks’ gross profits was the result of the huge increase in the volume 
of bank intermediation and the large number of securities subscrip- 
tions in 1971 as well as of the higher rate paid on compulsory reserves. 
The increase in the banks’ balance-sheet total, which can be taken as 
an indicator of the volume of intermediation, was 14,000 billion lire 
in 1971 vs. 9,400 billion in 1970. The causes of an increment of these 
dimensions are: on the credit supply side, the volume of monetary 
base created by the Bank of Italy and, on the demand side, the public 
sector’s large budget deficit (on an appropriation base). 

During 1971, the Bank of Italy’s policy as regards monetary and 
credit flow regulation made it possible to finance the public sector’s 
deficit, which increased by 25 per cent over 1970, and to expand the 
flow of financing to the remaining sectors by circa 30 per cent. This 
huge change in the volume of financing was not matched by an 
increase in investments; but was partially used to cover the industrial 
sector’s losses and, for the remainder, to restore ample liquidity 
margins in the business sector. 

The creation of monetary base equalled 3,310 billion lire; sub- 
tracting the amount absorbed by the public, it caused an increase in 
bank reserves of 1,530 billion as compared with 1,170 in the previous 
year. Monetary base creation and the expansion of bank reserves were 
concentrated in the first months of the year. This was achieved, at the 
same time as foreign accounts were showing a surplus, by financing 
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the Treasury’s large deficit mainly through the central bank. More- 
over, since the banks - which were almost free of debts to the Bank 
of Italy —- did not have to make their usual start-of-the-year repay- 
ments, the resultant inflow of cash into the banking system brought 
about an equivalent increase in free deposits with the central bank. 

The increase in bank reserves and the fact that this took place 
mainly at the beginning of the year led to a decrease in the banks’ 
lending and deposit rates. Yields on long-term securities lowered to 
an even greater extent. This fall was nonetheless limited by the need 
to place sizeable issues of securities, designed to finance the gov- 
ernment’s and enterprises’ deficits, in the banks’ and public’s port- 
folios. 

Throughout the 1960s, trends in the bond market acquired an 
ever growing importance as a determining factor of the control policy 
on monetary aggregates. In fact, in an effort to enlarge the above- 
mentioned market, the Bank of Italy gradually increased its inter- 
vention both on the market for newly placed securities and on the 
secondary market. In the aftermath of the summer 1969 bond market 
crisis, the monetary authorities decided to suspend the supply of 
government securities to the public. The capacity of the public’s 
portfolios to absorb new issues was reserved for securities issued by 
the institutions which directly finance productive activities. Three 
different new-issue placement methods were adopted within the 
framework of this basic decision: in 1969, the rates offered were close 
to the market yield from similar securities already in the market; in 
1970, they were set quite a bit below this level, and in 1971 they were 
put about 30-40 hundredths of a percentage point above it. 

In the second half of 1969 and in January 1970, as bond prices 
fell, it was possible to place all the newly issued securities and to keep 
their impact on price to a minimum by issuing them at rates in line 
with market levels. 

In the middle of 1970, with prices still falling, new issues at rates 
below market levels did not add negative pressure to the market’s 
critical state; however, it was necessary to limit their quantity. In 
1971, as prices rose, issues at rates above market yields made it 
possible to place large quantities of securities in the portfolios of the 
banking and non-banking sectors. However, they also had a damp- 
ening effect on the rise of bond prices and, indirectly, on the 
reduction of bank lending and deposit rates. 
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In sum, the policy pursued in order to influence new bond issues 
rates first cushioned the fall in prices and then later their rise. In both 
cases it worked on quantities: at first restrictively, then expansively. 
There seems to be no question that this policy made it possible to 
limit the negative impact of price fluctuations on the public’s pro- 
pensity to purchase securities. It could be argued that it would have 
been better, in a period when demand for goods was insufficient, to 
discourage household saving and thus pursue a policy aimed at a 
different distribution of securities between the non-banking and 
banking sectors. Our decision, instead, was to give utmost priority to 
the need to ensure continuity in the placement of securities with the 
households in order to finance public and private investments. 

In 1971 the Bank of Italy intervened strongly in the markets in 
order to equalise yields on securities with a 6 and 7 per cent coupon. 
The net result of these operations, as well as of new issue purchases, 
brought about a rise of over 1,000 billion lire in the Bank’s securities 
portfolio. During 1971, four issues of free ordinary Treasury bills 
were made in order to promote the creation of a portfolio of money 
market securities by the banks. Later, because priority was given to 
channelling the liquidity injected into the banking system towards 
loans, Treasury bill issues were suspended and those maturing were 
not renewed. With the same aim, monetary policy was directed 
towards shifting reserves from the central credit institutions to the 
banks and reducing the yield on them by eliminating the tied ac- 
counts with the Bank of Italy, excluding the eight-day ones whose 
rate, however, was reduced to 1 per cent. 

The orderly functioning of the bond market might be hindered 
by the tax reform due to come into effect. As some authoritative 
commentators maintain, the most serious distortions will result from 
the fact that withholdings on bond yields will take the form of a final 
tax charge for natural persons and a provisional tax for juristic 
persons and will be set at different rates according to the category of 
issuers. Thus, for example, if 30 per cent is withheld, a bond issued at 
the gross interest rate of 8.57 per cent in order to ensure a 6 per cent 
net rate to the individual buyer will, instead, produce an 8.57 per cent 
yield for the juristic persons. Hence, the banks will find those issues 
with a higher withholding rate the most attractive. This means, in 
effect, that the indirect financial support the legislators wanted 
thereby to bestow upon some categories of issuers will instead work 
in the opposite direction. Hence, if the present composition of 
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purchases of securities according to their categories is upheld, there 
might derive an upward pressure on bank lending rates and conse- 
quently on deposit rates. 

It is the legislature’s task to make the appropriate adjustments in 
view also of the need to bring our system into line with those of the 
other EEC countries if the country’s aim, as still seems to be the case, 
is to move towards integration. Here at the Bank, our duties are more 
limited. In the present cyclical moment alongside the policy of 
expanding liquidity and channelling it towards those sectors of the 
banking system where it will have the most immediate effect, we have 
thought it wise to pursue a more clearly orientated policy as regards 
interest rates. With this goal in mind, we authorised new issues 
yielding rates lower than market yields and regulated our intervention 
on the secondary market in such a way as to reinforce expectations 
arising from this decision. However, we did not deem it appropriate 
to pursue the aim of stabilising securities rates up to the point where 
the volume of monetary base becomes a mere function of such a 
target. In any case, this policy was not followed without some un- 
certainties linked with expectations about the repercussions stemming 
from the proposed tax reform. 

The acceptance by the public institutions of high borrowing 
rates has transformed this category into the main contributor to their 
banks’ profit. The reduction of lending rates was in line with the 
liquidity control policy when the large-sized enterprises and especially 
the state-controlled ones were the loan recipients, but this did not 
apply to the smaller-sized firms. Credit granted to these enterprises 
can entail higher risks; therefore, it may be right that they are 
required to pay a higher rate as a sort of insurance premium. How- 
ever, similar evaluation criteria of the economic conditions of the 
credit applicants do not apply to the large enterprises, and this holds 
even more when the latter are in the public sphere. 

The presence on the same market of businessmen more or less 
aware of borrowing costs and with widely varying bargaining powers 
results in bank service price discrimination which induces sharper 
distortions in the economy. We must do the utmost within our 
authority to eliminate these market imperfections. Some people argue 
that, since these practices distort the price structure, it would be 
better to substitute market prices with a set of prices dictated by the 
authorities. Thus, they conclude, the authorities should fix bank 
lending and deposit rates and back them up with coercion. However, 
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this policy, owing to other distortions it tends to create, is not in line 
with practices followed by the majority of the Western countries. 
Instead it seems preferable to try to re-establish equal conditions for 
all businessmen by providing the public with more information about 
the lending and deposit rates set by each bank. If this does not suffice 
to reduce the inequalities of treatment for the various categories of 
borrowers, it might prove useful to impose the maximum value of the 
spread between the highest and lowest lending rate applied by each 
bank. But we must not discount the possibility that the rigidity of 
such a spread eventually might bring about some credit rationing for 
those borrowers with a higher degree of insolvency risk. 


Public Expenditure and Economic Revival 


As we had occasion to stress last year, an analysis of the relation- 
ships between our economic system’s labour cost and profit margins 
reveals that when sharp wage rises are not matched by increases in 
productivity added costs are not immediately shifted on to prices. 
This results in shrunken profit margins. Labour’s added share of 
income has a direct, positive impact on consumption and a negative, 
albeit delayed, effect on investment. Hence, a redistribution of in- 
come towards the wage earners can stimulate overall demand in the 
short run. Shortly afterwards, however, the recessionary component 
represented by the slowdown of investment begins to take effect, as a 
consequence of the previous narrowing of profit margins. The final 
result of these contrasting forces on the volume of aggregate demand 
depends on the economic system’s initial state and more specifically 
on: whether rises in unit costs have been completely offset by price 
increases in preceding phases, how large the shift in income distri- 
bution has been and how businessmen foresee the future demand 
trend. When the unit cost per man rises swiftly and in the presence of 
widespread uncertainty about the possibility of recouping funds put 
into production, then the recessionary components prevail and the 
fall-off in investment brings about a drop in demand and em- 
ployment. At this point, it becomes necessary to enact an economic 
policy able to ensure the growth process’ continuity and the public 
sector must expand its participation in income creation. 
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The expansive effects of public expenditure depend largely on its 
composition. The strongest income and employment results are 
caused by investment expenditure. A public sector which can quickly 
catry out investment programmes and rapidly increase the direct 
production of services can have an effective influence on demand. 

Earlier in these remarks, we pointed out that in the United 
States, through the manoeuvring of public expenditure, the auth- 
orities succeeded in turning the economy around. In effect, they were 
able to foster the expansion of demand while the firms re-equilibrated 
their economic situation. It is worth considering why the marked 
increase in public expenditure which took place in our country did 
not produce its desired expansive effects. 

Last year we asserted that public expenditure, appropriately 
directed and aided by an expansive credit policy, might have helped 
to prop up income. At the time, we stated that the existence of 
sizeable foreign currency reserves made this manoeuvre feasible in- 
asmuch as it left ample room to cushion the consequences of eventual 
errors. Obviously, such reserves would be able to finance that portion 
of demand not met by domestic producers and resulting in a balance- 
of-payments deficit. Although, to the extent that this took place, the 
effectiveness of domestic demand policy would be correspondingly 
sapped. As it turned out, this was not the case; on the contrary, the 
balance of payments showed a widening surplus on current account. 
Thus, we must delve further to find out why the income circuit did 
not widen through the improvement of the firms’ economic situation 
and the recovery of investment. 

In 1971, the public administration made a considerable contri- 
bution to the growth of national income, partially making up for the 
effect of the private sector’s behaviour. Augmented public expen- 
diture, also bearing in mind tax leakages, brought about an increase in 
global demand large enough to produce a 3 per cent expansion in real 
terms of the GNP. However, income only rose by 1.4 per cent, owing 
to a decrease in some private sector demand components, notably 
investment in housing and inventories, as shown in this Report. 

Higher proceeds from direct taxes and social security contri- 
butions were offset by greater outlays for social welfare and health 
services. This was because the population sharing in benefits in- 
creased, from this year onwards pensions were linked to the cost of 
living, greater unemployment benefits were paid out and the national 
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health institutions partially repaid their debts. Indirect tax payments 
fell off as the economy went deeper into its downward spiral. 

Demand support stemmed basically from increased public con- 
sumption expenditure, due almost entirely to rises in pay for state 
employees. Effective action in the investment sphere was instead 
lacking. Given the appreciable rises in prices, outlays were not large 
enough to avoid a drop in the volume of public investment as 
compared to that of the previous year. 

Hence, public administration action was on the whole expansive 
but its composition was the least capable of fostering economic 
revival. Nor can it be stated that there was a strict relationship be- 
tween decisions taken and their effects, since the expenditure increase 
was mainly the result of decisions made during prior periods. 

We also asserted last year that neither the impulse of public 
expenditure, even in the most appropriate directions, nor credit 
expansion, even if boldly pursued, could have reinvigorated our 
economy unless increased wages were matched by boosted pro- 
ductivity that would narrow the gap that had opened between our 
country and its major competitors in terms of the growth of the cost 
of labour per unit of output. 

During 1971, not only did this not come about but the previous 
year’s wide disparity between costs and prices worsened. As a result, 
many firms floundered. The government came to their rescue by 
providing financial resources such as grants and subsidised loans, by 
setting up a new financial holding company GEPI (owned by the 
three state holding companies — IRI, ENI, EFIM - and by IMI) and 
through the activity of the existing state-controlled companies. In a 
situation characterised by soft spots in overall demand, some com- 
panies were able to make out well but even among those which were 
ably managed, many returned to involuted positions to seek out new 
equilibria. Productivity per man fell, while productivity per hour 
hardly augmented, thus bearing out the impossibility of productivity 
maintaining its medium-range trend, when the economic system is 
characterised by a sharp drop in the propensity to invest and a 
slowdown in work rhythms. As for the overall economy, the per- 
centage of Italy’s GNP invested in machinery and equipment remains 
the lowest within the EEC, with the exclusion of the United 
Kingdom and Ireland. 

The slowdown in industrial investment which occurred in 1971 
appears even more serious if we consider the opposite trends posted 
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by the public and private sectors. The companies within the first 
sector, and especially the state-controlled ones, speeded up in- 
vestment activity by 34.5 per cent (at current prices). The opposite 
took place in private enterprises; their gross fixed investments 
dropped by 7.9 per cent at current prices and by 17.0 per cent at 
constant prices. This behaviour is both cause and effect of the 
deterioration in the firms’ economic situation. In the manufacturing 
sector, cost of labour per unit of output, which grew by 13.6 per cent 
in 1970, rose at roughly the same pace in 1971. Considering that few 
wage contracts expired during the year, the wage dynamic remained 
high. On average for the first three quarters, earnings rose by 16.6 per 
cent as the result of an increase of 26.1 per cent in the sectors where 
contracts were renewed and of 15.0 per cent in the others. In the 
latter, about two-thirds of the increase can be attributed to staggered 
rises written into previous contracts and to company-level settle- 
ments, while the rest depended on rises in the cost-of-living index. 

Therefore, cost of labour per unit of output in the manufac- 
turing industry rose by 28.8 per cent in two years while the prices of 
manufactured goods increased by 13.4 per cent. The size of this gap 
clearly differentiates the Italian situation from that of the other main 
industrial countries, where cost increases were more limited. In most 
countries, cost increments are fairly rapidly transferred to prices in 
relation to how quickly they take place, the market structure and the 
state of demand. The enterprises are prepared to live with temporary 
shrinkages in unit profits in order to achieve long-range goals. But in 
Italy the profit squeeze has gone beyond the bounds of a normal 
cyclical oscillation; or in geological parlance, the needle has jumped 
off the seismograph. 

In terms of the overall economy, in 1971, the net national 
income at factor cost increased by 8.6 per cent while that portion of it 
ascribed to dependent labour rose by 13.4 per cent. The aggregate, 
which includes the income from unincorporated as well as retained 
profits, lowered by 1.7 per cent. We have not yet a breakdown of this 
figure, but in the reasonable hypothesis that the combined per capita 
income of enterprises remained at least unchanged in terms of pur- 
chasing power, then it follows that there has been practically no net 
saving on the part of the enterprises. 

The situation in the industrial sector is somewhat worse. The net 
product at factor cost at current prices rose from 19,290 to 19,960 
billion lire, that is by 670 billion. Wages and salaries and connected 
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social security charges increased by 1,500 billion; this means that 
operating surplus has decreased by 830 billion. This reduction was 
focused, and most likely in an expanded form, on the enterprises’ net 
saving, since it must be presumed that there was some increase in 
monetary terms in the other incomes’ totals; i.e., payments for in- 
terest, dividends, corporate taxes and the combined income from 
unincorporated enterprises. Net enterprise saving, set at 860 billion in 
1969 and 590 in 1970, can be estimated as having declined circa 400 
billion lire in 1971. 

This is a mean figure, around which the figures for the single 
enterprises show considerable dispersion. From released balance 
sheets, it emerges that a great number of firms finished in the red, 
although often the full extent of these losses was obscured. Indeed, 
not infrequently depreciation was calculated at lower amounts than 
necessary to fully replace consumed fixed capital. In no few instances, 
the enterprises had to dip into their reserves to pay out dividends. 
However, it is worth recalling that reserves is a book-keeping entry 
which includes portions of plants and equipment, machinery and 
inventories formed by the investment of company income over time. 
The tapping of reserves is equivalent, in economic terms, to using 
invested capital, thereby weakening the system’s productive capacity 
in future years. 

In sum, the enterprises produced less than in the preceding year 
and sold their output at unprofitable prices. The higher wages and 
salaries paid out by the enterprises, as well as by the public adminis- 
tration in the form of salaries and pensions, flowed back to the same 
enterprises, although at a proportionately lower level than in previous 
years owing to increased family savings, through the purchase of 
consumer goods and services. Most of these savings were channelled 
towards the enterprises through financial intermediation: not, 
however, to finance stepped-up investment, but to make up for the 
companies’ insufficient saving. Thus, a complicated involutionary 
process was set in motion, whereby the equilibrium between in- 
vestment and saving tends to settle at continually lower levels. 

During recent debates, involving some politicians and econ- 
omists, discussion centered around the possibility of intervention 
aimed at freeing our economy of the involutionary process presently 
stifling it. Reference was often made to the 1962-64 period and to the 
ways in which the crisis was tackled at the time. Experience gleaned 
back then is no doubt useful, although this time, even in comparable 
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areas, the intensity of phenomena tends to be sharper. At that time 
the rise in costs was not high and the equilibrium of the companies’ 
economic structure was not so threatened: the enterprises’ net saving 
shrank but not below the plus-minus line and heavy investment in the 
years right before made possible increased productivity, thus paving 
the way for insertion into a rapidly expanding foreign trade flow. 
Hence, the firms were able to draw upon their own strength and 
foreign demand to re-equilibrate their financial structure. Gov- 
ernment intervention made some contribution to further stimulating 
overall demand both by the Treasury’s taking over part of social 
security contributions — a vital factor for the improvement of the 
enterprises’ economic and financial situation - and by increased 
pension payments. The recessionary phase wore away, and after little 
more than a year industrial production was back up at the maximum 
levels reached during the pre-crisis period. 

At present the situation is entirely different. In 1971, the public 
administration’s contribution to income creation took on massive 
dimensions; this was coupled with a monetary policy already put on 
an expansive course in the previous year. The public sector’s deficit, 
net of credit awarded to the private sector, rose to 4,300 billion lire 
from 3,450 in 1970 and financing to the remaining sectors of the 
economy, equal to 6,240 billion in 1970, rose to 7,980. By also taking 
into account investment by the public enterprises, and more specifi- 
cally the state-controlled ones, propulsion provided by the public 
sector appears to be of unprecedented proportions. Against this 
backdrop, it becomes possible to grasp just how crippled a state the 
private sector is in and how encompassing those measures aimed at 
curing it must be. 

It should not be forgotten that the policy pursued over the 
previous decade included contradictions out of step with the logic of 
a system revolving around the enterprise. The unfavourable cycle thus 
struck against structures undermined by medium-range phenomena. 

During the last four months of 1971, the cyclical trend seemed 
to be improving: the recovery of industrial production fostered an 
increase in productivity and both these factors brought some relief to 
the economic situation of the enterprises. Imports began to pick up 
and exports continued to grow at a handy pace; investment moved 
upward again and consumption rose. 

Statistical data for the beginning of 1972 do not, however, bear 
out earlier optimism. The revival in industrial production has sput- 
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tered to a halt, employment of non-agricultural dependent labour has 
fallen slightly, hours paid for by the Wage Equalisation Fund have 
increased. The large surplus posted for the exportation of goods and 
services points to the weakness of domestic demand. 

The economic system is passing through a phase of cautious 
waiting. At present, no single component of private demand has 
shown any notable acceleration. The still unbalanced economic 
structure of the enterprises and the high degree of idle productive 
capacity do not help to brighten the investment front. Even con- 
sumption does not seem to bring about any marked additional 
stimuli. Public and state-controlled enterprise investment is still in- 
creasing but will not be able to keep up the exceptional pace 
registered in the last two years. Housing investment is suffering from 
the paradoxical situation that lets financial allocations lie idle because 
legislative and administrative provisions do not coincide. 

There remain the possibilities of public intervention, which the 
annual plan for 1972 has gone into with great detail. This document 
contains an exhaustive argument on why the strategic variable of an 
economic policy designed for a situation of slack demand, but at the 
same time consistent with long-run targets, must not be indiscriminate 
public expenditure but investment expenditure. Within the framework 
of a rational evaluation of our economy’s actual situation and of the 
interrelationships among the various aggregates which form it, the 
plan’s authors quantify the amount of public investment necessary in 
order to bring the real income growth rate back up to that of the 
medium-term trend at 1,500 billion. 

On the basis of factors which have become available since the 
plan was drawn up, the above-mentioned volume of investment is no 
longer feasible, owing also to difficulties that have cropped up in the 
process of decentralising some public works functions from the central 
government to the regions. For similar reasons, the achievement of the 
plan’s hypothesis of a 5 per cent decrease in real terms in housing, 
assumed on the basis of increased public intervention in the sector, 
must be considered out of reach. In contrast, the recent decision to 
tack onto the provision for postponing VAT a measure making 
purchases of capital goods and inventories exempt from turnover tax is 
a positive element. This measure, eliminating the motives for putting 
off investment already decided upon, should have an immediate effect 
on what is at present the economy’s weakest demand component. 
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We are managing an economy in which there are latent situ- 
ations of financial stress and, even should recovery prove to be 
vigorous, it will still be necessary to embark upon bold action in 
support of enterprises in difficulty. Entire sectors will have to be 
subjected to rescrutiny of production policies pursued in the past, 
with the object of adapting their structures to the requirements 
imposed by acceleration of European integration. Government aid 
will be needed, especially when the rate of industrial plant obsol- 
escence in the more traditional development areas is hastened by the 
setting up of plants with the aid of fiscal concessions and credit 
subsidies. If, however, on the occasion of the approaching nego- 
tiations for renewal of labour contracts, the agreements reached 
generate further increases in unit costs, then the expansionary credit 
and public expenditure policies, to which the authorities are 
unanimously committed, will be of no avail. Present indications 
suggest that the contracting parties might display a responsible at- 
titude, in their awareness of the need to reconcile specific goals with 
general objectives. 

Phenomena similar to those experienced in Italy have occurred 
in other industrialised countries, but this has not hindered the pro- 
motion of recovery through the adoption of appropriate policies: 
however, it should be kept in mind that those policies have given rise 
to concern regarding their repercussions on price stability, even 
though the disequilibria to be corrected are less serious than those 
facing Italy. In most cases, impetus is provided by public expenditure, 
by exports and, in some cases, by private consumption. In Japan 
increased production is being generated by these forces, but the pace 
is faster than elsewhere. Uncertainties are emerging as to the trend of 
long-term interest rates. Only in the United States has productive 
investment been harnessed resolutely to the growth process: imports 
are rising faster than exports and this situation constitutes the 
counterpart to the opposite trend in the rest of the world. In a certain 
number of industrialised countries, the formation of saving continues 
at a high level: this would seem to express the disinclination of the 
public to increase consumption oriented by market forces; and it 
should encourage public authorities to expand urgently the volume of 
resources allocated to social consumption. 

This is an underlying objective of the Economic Development 
Programme 1971-1975: it can be attained through the contributory 
action of men who not only understand the problems posed by the 
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transformations under way, but who also display constant awareness 
of the unremitting commitment to inventiveness, to modernisation, to 
farsightedness, demanded of the executive class, whether in the 
public or the private sector, in face of the competitive pressures from 
abroad and of the domestic pressures exercised by organised labour. 
The process of adapting our society’s social structures to those of the 
more advanced countries is not without its tensions, but their severity 
will be diminished if the zeal of new energies strengthens the coun- 
try’s confidence in its own future. 


The involution afflicting the economy calls for urgent solution. 
There are those who, critical of the very foundations of our system 
and, observing the difficulties with which we are faced, deduce that 
their views are correct and hope for early radical change. There are 
others, like myself, who believe in the principles on which the present 
system is founded and who are aware of the need for adaptation of 
economic institutions to the requirements of the times; and who, 
believing that the principal causes of the imperfections of the system 
lie, human error apart, in delay in that adaptation, are engaged in 
providing the necessary remedies. My remarks, and the entire 
document presented to you today, are intended to be a cognitive 
instrument which, by providing ample information, in observance of 
scrupulous objectivity in presentation and in the search for logical 
connections, contributes to promotion of the necessary choices. The 
document has been compiled by the research department, with the 
assistance of all departments of the central administration and of the 
branches, which have for the first time been co-ordinated for the 
purpose on a regional basis. 

Economic and monetary maladies are by no means new phe- 
nomena in the history of a large number of countries, but no remedy 
can succeed in being effective without the contribution of those who 
believe that the search for truth is never divorced from the interests 
of the nation. In 1762, Cesare Beccaria introduced his discussion of 
Milan’s finances thus: “The malaise of the monetary system is of such 
importance for public and for private reasons that it is not surprising 
that it should be one of the more commonplace topics of discussion in 
those countries which have the bad fortune to experience it. Most 
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men lack the strength to rise to great and universal principles and, 
through analysis, to unravel ill-considered ideas, the only means of 
revealing the true state of affairs: others play upon human weakness 
and, with the facile superiority of obscure terminology, create within 
society a comedy of errors permitted by the submissiveness of the 
many and by deception on the part of the few. And so there are 
repeated declamations, theories and aphorisms regarding money 
matters, most of which no better than silence”. We believe that over 
the years we have, through our Reports, contributed to the discovery 
of the true state of affairs; if we have not succeeded in this, we have at 
least succeeded in our purpose of stimulating discussions, from which 
a better understanding of the problems which we are beset with has 
emerged. 
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The Evolution of the International Monetary System 


The period since the last Annual Meeting has been dominated 
by monetary events, both within countries and in their external 
relations. Domestic and international monetary developments are 
irreducibly linked: had there been more orderly monetary man- 
agement in the main industrial countries at least, there would be less 
urgency to reform the system erected in the post-war period, which 
was based upon fixed parities changeable only in situations of funda- 
mental disequilibrium. 

The Washington agreement of December 1971 represented, 
under certain aspects, progress towards choosing the pattern for 
building a monetary order. 

The realignment of exchange rates involved all currencies, in- 
cluding the dollar. Hence it represented a move towards a more 
symmetrical system than the one devised at Bretton Woods which 
bestowed upon the dollar the special role of bridge-currency for the 
conversion into gold of all the other convertible currencies. However, 
the measures taken in August 1971, which cut the link between the 
dollar and gold, also formally weakened the technical justifications 
for the asymmetry on the basis of which the authorities of the 
convertible-currency countries were hitherto required to defend their 
own exchange rates vis-a-vis the dollar, whereas the US authorities 
were under no such obligation. After August 1971, special treatment 
for the dollar could only be based upon its still dominant position on 
the international money and capital markets. Nonetheless, even this 
position has been undermined by fears of devaluation, which have 
twice proved to be founded, while the US authorities have kept the 


dollar inconvertible both in terms of gold and of other reserve instru- 
ments. 
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The desire for greater symmetry in international monetary re- 
lations is an outgrowth of the gradual trend towards the creation of 
large areas of comparable economic and commercial weight: the 
European Economic Community’s foreign trade, excluding intra- 
Community commerce which should be considered internal trade — if 
related settlements were made in Community-created monetary in- 
struments — exceeds that of the United States. Japan trails somewhat 
behind; nonetheless it must be classed among those countries, or 
groups of countries, which together dominate the world economy. 

A further outcome of the Smithsonian agreement was substantial 
recognition that the determination of exchange rates, especially for 
the main industrial countries, is not by its nature a unilateral question, 
or even a bilateral one. The multilateral negotiations were arduous. 
But they demonstrated that, despite conflicts of interest among actual 
or evolving monetary areas and the deep-rooted persistence of 
mercantilistic instincts, there exists an underlying solidarity among 
those in charge of running the world economy. This solidarity was 
further demonstrated last March at the ministerial meeting of the 
Group of Ten in Paris and of the Committee of Twenty held in 
Washington. It is grounded in the awareness of the common interest 
in the smooth working of the international monetary system, in an era 
in which technology and integration in manifold forms have assured 
that the goods, services and ideas coming from the rest of the world 
play an important role in our individual and collective lives. This 
awareness, rather than any change in the mechanism and in the 
agreements governing them, differentiates the present situation from 
the one that characterized the period between the two world wars. 

Finally the change in the dollar’s parity, for the first time in little 
less than 40 years, and hence not since that currency had been made 
the support of the international monetary system founded at Bretton 
Woods, opened the way for the United States to be able to use the 
exchange rate as a variable in the adjustment process. This tended to 
eliminate another of the system’s asymmetries: an asymmetry, in this 
case, unfavourable to the reserve currency country. The variation in 
the dollar’s parity and, to different extents, in the parities of the 
currencies of the other main industrial countries was another indi- 
cation of the trend, which appeared some years ago, to have exchange 


rate changes play a wider role in achieving and maintaining domestic 
and external equilibrium. 
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All parties involved in negotiations for the reform of the inter- 
national monetary system are agreed that it is necessary to modify the 
way in which the Bretton Woods agreements have been applied 
concerning parity changes. At last March’s meeting, agreement was 
reached on the fixed but adjustable parities formula. In the meantime, 
however, market developments have forced many countries to resort 
to a type of flexibility that tends to blur the concept of parity. 

Indeed, in December 1971 the United States announced a new 
parity for the dollar, but not its convertibility, nor a commitment to 
defend the new parity on exchange markets. Hence, we asked last 
year just what was “the economic logic linking the declaration of 
official parity of the dollar and declaration of the parities of the other 
currencies” and expressed our doubts as to the possibility, under the 
circumstances, of defending such a system from the consequences of 
flows of unwanted funds. Over the last twelve months, the majority of 
Western European countries, inside and outside the EEC, have had 
to resort to floating in a form which is global for some, partial for 
others. The intensity with which funds have left, or poured first into 
one country and then into another, has not, in fact, made possible any 
other choice. The rise in intensity has been matched by the frequency 
with which those massive shifts of funds have taken place, as 
businessmen everywhere attempted to ward off losses, or profit, from 
expected parity changes in the currencies considered, in turn, the 
weakest or strongest links in the chain. 

The weakening of the notion of parity was heralded by the 
introduction of the concept of central rate. The new exchange rate 
structure set up in December 1971 did not bring about the im- 
provement in the US balance of payments that might have restored 
confidence in the dollar’s new parity. The mercantilistic attitudes still 
underlying international economic relations prevented exchange rates 
from being adjusted to the necessary degree. Moreover, the initial 
stage, during which devaluation tends to produce perverse effects on 
the current account balance, appears to have become longer. The 
speedier recovery of the US economy also added to the negative 
impact on the balance of payments. 

The task of defending parities has generally become more dif- 
ficult, due to the weaker effectiveness of policies aimed at keeping an 
appropriate ratio between domestic prices and the average of prices in 
the countries most active in world trade. In the Western world today, 





416 BNL Quarterly Review 


prices and costs only partially respond to changes in the equilibrium 
between supply and demand of goods and productive factors that can 
be obtained over the short run by using conventional instruments - 
including monetary ones — to regulate demand, while still avoiding 
unacceptably high social costs. To a constantly growing extent, cost 
and price trends depend upon the behaviour of organized social 
groups, which determine them largely independently of supply and 
demand conditions. 

In a situation such as this, parities, even when representing an 
equilibrium position at the outset, tend to become rapidly obsolete. If 
they are not promptly adjusted, exchange rates tend, in fact, to break 
away from parities under the pressure of swift and massive flows of 
funds. 

The dichotomy that has been a feature of monetary and credit 
regulations in the majority of the European countries, with regard to 
the domestic and international market, has given rise to what can be 
ultimately considered as a market monetary power endowed, so to 
speak, with extraterritoriality. The Euro-dollar and other Euro- 
currency markets, thriving upon a lack of controls similar to those 
regulating banking activities on domestic markets, upon the econ- 
omies of scale which its international dimension makes possible, and 
upon the professional talent which growth and profit potentials have 
attracted within its sphere, has seen its initially marginal impact 
develop in the span of a few years into an influence matching and 
competing with the one exerted by the national monetary authorities 
on their own markets. This is especially so in Europe, where the 
regulation of monetary base and credit is fragmented into so many 
domestic policies which are supposed to be autonomous. 

The existence on the Euro-market of dollar-denominated 
financial resources without their corresponding counterpart in the 
United States has led to their being attracted into official reserves. 
This has been possible because of the size of the reservoir from which 
they flow and because of the convertibility commitment of the 
currencies with declared exchange rates. 

Unless we assume an abdication on the part of the monetary 
authorities, the power to create money and credit will also have to be 
regulated in those sectors which have grown up as outposts of the 
movement towards integrating national banking and financial 


systems. This is not a simple task, but the challenge will have to be 
taken up. 





Concluding Remarks for 1972 417 


We should not fall, however, into the trap of believing that the 
stability of the international monetary system can be secured simply 
through the creation of a panoply of controls on international capital 
movements. We shall discuss this topic later in these Concluding 
Remarks, but it should be stressed at this point that the integration of 
economies, the spread of technological progress, the attainment of 
economies of scale, in those production sectors where they are 
crucial, can be crippled by restricting the circulation of capital; 
keeping in mind that financial flows do not always ensure the 
expected effects of rationalizing production. Nor should it be for- 
gotten that exchange control generally starts with capital movements, 
but tends to spread its grip to the flow of goods and services. Controls 
on foreign currency settlements, that have proliferated over the last 
few years for financial transactions, have recently touched the trade 
sector. 

If in most countries inflation is eroding the confidence in the 
currency from within, it is illusory to hope that confidence will be 
restored in an international currency, which constitutes at the level of 
official and private operations the necessary corollary to a system 
buili around fixed exchange rates. The system set up at Bretton 
Woods rested upon the assumption that monetary stability would be 
safeguarded in the largest economy and that this, in turn, would be 
transmitted to the rest of the world since, as a condition for exporting 
and importing, the other industrial countries would be forced to 
compete with the largest economy in efficiency and price stability. 

The need for reforming the system became compelling as the 
redistribution of economic power moulded the international economy 
into a more balanced, polycentric-type shape. The need was felt 
because the European economies, once again capable of independent 
cyclical behaviour, could not — without damaging the growth process 
and deviating from the order of socio-economic priorities accepted in 
Europe — remain unsheltered from the influence of a US monetary 
policy meant to cater in the first place for American requirements. In 
addition, the growing depreciation of the dollar in terms of buying 
power made it too costly to hold reserves of liquidity in the form of 
monetary assets on the United States, on the part of countries already 
possessing large reserves in that currency. Thus, resistance towards 
building up these reserves stiffened, especially whenever fresh ad- 
ditions were linked to US investments abroad at a moment when the 
technological gap seems to have shrunk. 
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The restoration of orderly and stable monetary conditions, a 
prerequisite to a smooth-functioning international monetary system, 
has been hampered in Europe by the massive flows of dollars inun- 
dating those countries which have pursued more stringent monetary 
and credit policies. Shifts of dollar liquidity hamper stabilization 
policies, even when the United States itself is not experiencing 
inflation. In a system built around large monetary areas, the im- 
portance of the country with the highest propensity for stability 
grows, since the impulses being transmitted by the economy, which 
from the point of view of overall real and financial resources con- 
tinues to dominate, are not focused on the ¢arget country, but are 
diluted across the entire group of the countries forming each mon- 
etary area. 

Experience over these last few years has taught that, in practice, 
recourse by a single country to technical instruments such as flexible 
foreign exchange rates, exhausts its usefulness long before the country 
has succeeded in sheltering its economic and monetary policy from 
the inflows of liquidity in dollars. Since nearly 50 per cent of the 
foreign trade of EEC countries is intra-Community trade, no single 
member can make an appreciable use of exchange rate changes to 
solve what is essentially a monetary problem with the United States, 
without at the same time jeopardizing its own competitive position 
within the Community. Not even joint floating solves the problem, as 
far as concerns competition with the United States on respective 
domestic markets and on those of third countries. The fact that the 
equilibrium rate for capital movements tends to diverge from that for 
current account transactions makes it hard to do without adminis- 
trative controls on capital flows, if only in the form of a separation of 
the two exchange markets. But administrative controls are less dam- 
aging in terms of inefficiency in the allocation of resources, if applied 
along the perimeter of a wider area. 

Joint floating presupposes that the conditions within the par- 
ticipating economies be homogeneous. Last year, we warned that 
fledgling Community monetary unification would succeed to the 
degree in which it was sheltered from the tensions rocking the 
international monetary system as a result of the divergencies in 
cyclical trends of the major industrial countries and of differences in 
their economic and monetary policies. We added that: “The pro- 
gressive limitation of national autonomy in the areas of foreign trade, 
capital movements and credit policies, and, in the final analysis, of 
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global demand policy could influence economic development 
favourably in some countries and regions, adversely in others”. 

The European Economic Community was not able to meet in a 
concerted fashion that which has been called the American monetary 
challenge, because cyclical patterns in the different member countries 
continue to diverge; in other words, although largely integrated on 
the commercial level, the Community has not achieved a high enough 
degree of economic integration. The latter extends beyond the com- 
mercial sector, to the factors of production, the institutions in which 
those factors are organized in modern Western societies, the rules 
which promote and govern their circulation, fiscal and social security 
burdens, the yield on savings and investment, and income transfers. 
Without economic integration some countries may be damaged if 
they give up the autonomous use of exchange rates and other mon- 
etary policy instruments. As things stand today, it appears likely that 
full participation in the joint float would have pushed exchange rates 
in the direction suiting the needs of the nations which in effect did 
take part, and hence in a direction detrimental to the others. 

If moving towards monetary union well in advance of economic 
integration can harm some countries, they will not give their consent 
until the Community is in a position to come up with measures 
designed to level the gap between the direct gainers and losers in the 
process of unification. The narrowing of the intra~Community fluctu- 
ation margins — which implies a reduction not only in the autonomy 
of interest rate policy, but also in manoeuvring room for fighting 
currency speculation — was accompanied by agreements making intra- 
Community settlements harder than the norm outside the Com- 
munity. This has not been counterbalanced by the type of credit 
facilities that have been agreed upon, which are not even satisfactory 
on the strictly technical level. 

Indicative of the attitude still prevalent in the Community were 
the reactions to proposals submitted at Brussels last March to increase 
the credit potential of the European Fund for Monetary Cooperation. 
The proposals were made in the course of negotiations which 
centered around enunciation of the autonomous use of exchange rates 
to meet primarily the needs of some member countries whose mon- 
etary equilibrium was endangered by inflows of foreign funds. 

The Italian proposal to raise the Fund’s resources to 10 billion 
units of account was a compromise between the actual situation and 
the British proposal for unlimited credit. It was based upon the 
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conviction that a commitment to float jointly would stand no chance 
of thwarting speculation if the size of resources available to defend 
the joint parities was not credible. 

Beyond the immediate operational considerations these nego- 
tiations were of course a testing ground for the priority which 
Community members are willing to give to growth and full em- 
ployment, even when these goals are threatened in a country other 
than their own. Imbalances in payments similar to those within the 
Community crop up within the single countries. In the latter, there 
exists monetary and fiscal mechanisms which make it possible to 
stretch the adjustment process over a longer period of time. The 
nearly total lack of these mechanisms in the Community context 
makes that process abrupt, exacerbating it until it exacts large sacri- 
fices in terms of priorities among the objectives of economic policy. If 
the fight against inflation seems to be of utmost priority at present, 
European monetary union cannot nonetheless pivot around a mech- 
anism which tends to place the goals of growth and full employment 
at the bottom or, in other words, to overturn a value system that has 
received nearly universal acceptance in the postwar period. 


The International Monetary Crisis and the Floating of the Lira 


Our policy choices during 1972 and the beginning of 1973 were 
shaped by the criterion of keeping the balance-of-payments constraint 
from hampering the pursuit of a policy of money management aimed 
essentially at stimulating a recovery in productive activity and em- 
ployment, without undermining the forward momentum of European 
economic integration. 

As 1972 opened, the low degree of plant utilization and the 
stagnant behaviour of unit and overall profits, on the heels of 1971’s 
particularly unsatisfactory performance, discouraged fresh under- 
takings. Construction activity continued to flag at low levels, even if 
the first signs of a slight recovery could be noted. The public 
administration was unable to promote the expansion of demand 
proposed by government policymakers; activity in the public works 
sector slowed down, even while outlays were rising. Exports con- 
tinued to represent the most dynamic component of overall demand, 
but their expansion was faltering, after the 1971 year-end spurt. 
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The depressed economic situation kept price increases within 
more moderate bounds than those being experienced in the other 
European countries, which had already turned the corner towards 
vigorous recovery. The climb in wholesale prices, which between 
December and June moved at a four per cent annual rate, was for the 
most part spurred by pressures from abroad, such as hefty jumps in 
raw materials and beef quotations. The growth rate of manufactured 
goods prices continued to lag behind that for costs per unit of output 
thus heightening the inflationary potential building up within the 
system. 

In the January-May period, our balance of payments was 
showing particularly favourable results —- especially because of the 
increase in the current account surplus — thus making feasible the 
policy of prepaying loans taken out in the previous two years: in these 
five months, repayments amounted to 260 billion lire and the other 
items on the balance of payments showed a surplus of 160. Under 
these conditions, monetary policy was kept on the previous yeat’s 
expansive track, moving, rather, towards an acceleration of the most 
directly controlled components in respect to the second half of 1971. 
Seasonally adjusted, the creation of monetary base, channelled for the 
most part through the financing of the Treasury’s cash needs, came to 
nearly 2,500 billion in the first six months of 1972, against some 
3,300 for all of 1971; bank reserves, again for the first six months of 
1972, rose by nearly 1,300 billion, only slightly less than over the 
entire arc of the preceding year. 

The sharp expansion of the Bank of Italy’s other assets gradually 
led, during 1971, to an increase in the banks’ unused borrowing 
margin in ordinary advance accounts as a result of the repayment of 
funds previously borrowed from these accounts and, later, to the 
accumulation of deposits with the central bank. These accounts 
stayed at a high level in the early months of 1972. In April it was 
decided to lower the return paid on them, linking this decision with a 
reduction of 0.50 per cent in the discount and advance rates, in order 
to foster greater use of the banks’ excess reserves and stimulate a 
faster decline in interest rates. 

The banking system reacted as hoped, increasing its credit lines 
and securities investments and fostering a further lowering of the 
entire interest rate structure. The level of lending rates in the second 


quarter of 1972 settled 0.70 per cent lower than that of the fourth 
quarter of the previous year. 
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Given the volume of outstanding loans, it can be calculated that 
every percentage point the lending rate falls means nearly 100 billion 
in per-quarter savings for borrowers. Every type of loan was affected 
by the reduction in rates but, as already noted in 1971, the cut-back 
was lower for the small- and medium-sized enterprises and larger for 
the public enterprises and, more generally, for large enterprises. 

In the first six months of 1972, the overall flow of domestic 
financing to all sectors of the economy, excluding the Treasury, was 
some 3,600 billion, versus 2,400 for the same half in 1971. 

Bank loans, or nearly 80 per cent of the total, registered a faster 
rise for operations in favour of enterprises and agencies located in 
Southern Italy and the Islands (5.5 per cent increase versus 3.4 per 
cent for the other regions). 

In the month of June, the international monetary system was 
rocked by a deep crisis. A string of unfavourable news reports on the 
performance of the United Kingdom’s balance of payments and the 
restatement of the British government’s policy to give priority to 
domestic development targets fed expectations of an imminent de- 
valuation of the pound. This set off massive flows of funds both 
through leads and lags in exports and imports, and the conversion of 
foreign-owned, pound-denominated deposits. After a brief shut-down 
of the foreign exchange markets, the British government announced 
its decision to float the pound sterling. 

Despite the fact that Italy’s reserve and balance-of-payments 
situation appeared solid at the end of June, expectations of further 
rises in costs and prices bolstered the conviction that sooner or later 
the lira would follow in the pound sterling’s footsteps. The upshot 
was a round of speculative attacks against our currency, which forced 
the Bank of Italy to sell more than 900 billion lire on foreign 
currency exchange markets during June and July, nearly a third of this 
in the last three days of June. 

At the end of that month, measures were taken aimed at curbing 
certain forms of outflows and at curtailing their impact on reserves, 
through the acquisition of liquid financial resources denominated in 
other currencies. More specifically: 


a) the facility of crediting lira banknotes in capital accounts 
was discontinued and at the same time the policy of encouraging 
foreign indebtedness was reactivated; as a result, foreign currency 
loans for circa 500 billion lire were contracted in June-July and 
another 400 billion were taken out before the end of the year; 
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b) there was no relaxation of the ban on the banks’ taking on 
net creditor positions abroad; instead they were given the go-head to 
assume net debtor positions vis-a-vis the same sector; 


c) the banks were instructed to keep their overall foreign 
exchange position balanced, through the repayment of outstanding 
dollar-lira swaps with the UIC - this latter measure fostered the 
reflow into reserves of those dollars acquired by Italian businessmen 
to repay foreign-currency loans taken out with the commercial banks; 
in the June-December period these loans fell off by 1,150 billion and 
repayments made to the UIC amounted to 1,161 billion. 


The uncertain international monetary situation and rising 
demand in many industrial countries were reflected in the behaviour 
of prices for raw materials and foodstuffs. This worked its way into 
domestic prices, sharpening the difficulties already appearing in the 
wake of a bad agricultural year. The economic situation in Italy 
continued to stagnate, even if there seemed to be a turnaround in 
investments, especially in inventory building, as indicated by an 
acceleration of imports. Monetary policy was kept on an expansive 
tack, even if liquidity inflow from abroad completely fell away. 

Overall domestic financing of the economy, excluding the 
Treasury, came to 12,500 billion in 1972, against circa 9,000 in the 
previous year; the portion going to the public sector and the public 
enterprises increased faster than the total. Outlays to the Southern 
regions and the Islands rose by 19.6 per cent, versus 16.9 per cent for 
the other regions. Bank lending rates continued to fall, albeit more 
slowly, in the second half of the year, finishing on average for the 
year 1.15 percentage points below the previous year’s level. In the 
closing part of 1972, with credit still widely available, the acceleration 
of exports, and vigorous stockbuilding activity and consumption - 
spurred by pension increases and the impending switch-over to VAT 
— gave a decisive lift to productive activity. Company profits im- 
proved and there were clear signs of recovery in investments. In the 
construction sector, the turnaround in non-residential building in 
progress since the beginning of the year was joined by a still un- 
certain, but improved, performance in home-building. 

Industrial output registered, between the third and fourth 
quarter, the exceptional jump of 7 per cent, generating a sharp 
recovery in productivity, and provided a respite in the steady growth 





424 BNL Quarterly Review 


of unit labour costs. However, improved demand conditions, against 
an international background of expanding inflation, spurred the 
spread of price rises to manufactured goods, which, while demand 
was stagnating, had been lagging behind cost increases. Further 
pushes originated from raw material quotations, already soaring on 
world markets. In addition, there were increases connected with the 
imminent change-over of the tax system. 

Although it had survived the violent crisis of June-July, the lira 
continued to be attacked throughout nearly all of the second half of 
1972 by domestically generated speculative pressures. These were 
veiled by the usual summer inflow of foreign currency, which made 
interventions on foreign exchange markets unnecessary. The telltale 
signs were the speed at which imports were settled and especially the 
delay in the settlement of exports: the loss of reserves stemming from 
this behaviour can be set, in the seven months between June and 
December 1972, at some 850 billion lire. At first, the authorities took 
compensatory steps by contracting loans abroad; later, that is in 
January 1973, when it seemed wise to curtail the further expansion of 
these loans, they decided to shorten the terms of payment for foreign 
trade in order to restrict the creation of export credit. 

Thus, moves aimed at defending the quantity of our reserves 
were integrated with others shielding their quality. 

According to the agreements brought into force on April 24, 
1972, interventions to keep the spread between the exchange rates of 
any two Community currencies from exceeding 2.25 per cent were to 
be carried out in Community currencies; interventions in dollars only 
being permitted when that currency’s exchange rate reaches its outer 
limits. These same agreements also stated that eventual debtor pos- 
itions growing out of interventions in Community currencies were to 
be settled through the proportional use of all of the debtor country’s 
reserve instruments; the ongoing market price applying for currencies 
and the official one for gold. 

Conforming to these rules would have forced our country con- 
tinuously to relinquish gold at a price growing ever more out of line 
with the free market quotation, and made it practically impossible to 
recoup these gold losses should the balance-of-payments situation 
turn around: we would thus have had to suffer an unjustified drain, 
while other countries would have received an unjustified gain. 

In order that the lira might be kept within the agreed-upon 
Community band, the agreement was modified at the end of June. 
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We were then permitted to intervene exclusively in dollars, an 
eventuality which had been expressly anticipated in the agreements. 
In this way, our reserve losses in the June-December period, of 318 
billion lire, were strictly in dollar-denominated assets. 

Throughout the second half, the lira hovered close to the floor 
of the Community band; the strongest Community currencies having 
all risen to the maximum appreciation permitted vis-a-vis the dollar. 
This meant that our country was forced to maintain its exchange rate 
vis-a-vis the dollar close to its central rate, in a period in which the 
balance of payments was registering a substantial deficit. In the 
autumn, speculative pressures against the lira stiffened: as the leads 
and lags for trade settlements widened, there was an increase in 
capital outflows earmarked for securities investments. Capital flows, 
after deducting trade credits, offsetting loans and banknote remit- 
tances, are usually in surplus in Italy; instead, they registered a deficit 
of 230 billion in the third quarter of 1972 and one of 130 in the 
last. 

In the fourth quarter, interventions on the foreign exchange spot 
market accelerated and, at the same time, interventions were also 
made on the forward market, in order to keep the spread in spot and 
forward rates from sparking off further capital outflows. Further 
measures aimed at fortifying the foreign exchange market were taken 
at the beginning of December; while the interest rate on fixed- 
maturity advances was increased, the UIC declared itself ready to 
provide a portion of the lire which the banks needed for their 
end-of-year operations, against dollar sales, with exchange guarantees. 
As a result the UIC’s creditor position for forward dollars turned 
around to a short position of nearly 350 billion lire. 

As the year came to a close, the seasonally adjusted Italian 
balance of payments, despite the recovery of exports in course, 
showed a deficit on current account. This reflected a speed-up of raw 
material and semi-finished purchases at steadily rising prices, and the 
reduction of net receipts for services, while the net capital outflow 
was expanding and only being partially offset by recourse to foreign 
loans. Interest rate conditions played no part in stimulating these 
outflows. Net of the surcharge levied against non-residents, our 
long-term rates were above those on the Euro-market, in France, 
West Germany, the United Kingdom and in the other major 
countries. A negative spread did open up in autumn with respect to 
short-term rates in West Germany and the United Kingdom, but not 
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so wide as to spark off large movements of funds. The key stimulant 
was expectations of devaluation, reflected in the discount on forward 
lira. The latter was narrowed by the interventions mentioned above: 
had these interventions been carried out by the commercial banks, 
they would have lopped off reserves. 

Correcting the disequilibrium by adjusting domestic interest 
rates seemed an unwise course, as any adjustment would have had to 
be so large that it would have had a disruptive influence on the 
financial system. But basic to any decision against recourse to mon- 
etary measures was the state of the economy; a rollback in credit 
would have throttled the recovery just as it was getting under way. 

Against this backdrop, it was decided to set up a two-tier 
exchange rate. In the Report given in May 1970, we had already 
expounded on the advantages and disadvantages of such a solution. 
At the time, we stated that the establishing of a financial lira would 
have resulted effective “insofar as the divergencies in prices between 
the official market and the financial market ... [were] restricted by 
intervention by the authorities and thus, ultimately, by sales of 
foreign currency taken from the reserves”. As it happened, the spread 
between rates on the two markets was kept in bounds, without the 
need to intervene, by the decision in February to allow the com- 
mercial lira to float. Nonetheless, the establishment of the two-tier 
market provides no protection against changes in the terms of 
payment on the part of foreign traders. 

In March 1969, repeated proposals were made insisting that the 
flight of capital from Italy could be blocked by suspending the 
purchase of banknotes abroad by the UIC. On that occasion, I stated 
“it is necessary to warn that any such measure will be ineffective in a 
country in which inflows from foreign tourists and remittances from 
workers abroad amount to some two and a half billion dollars per 
year. It seems plain that the foreign currency saved by not repur- 
chasing banknotes will be offset by the reduced inflow of currency 
imported by tourists, who will purchase their banknotes abroad and 
refrain from exchanging their own currency on the official market. 
The same behaviour can be expected of Italian workers abroad and 
this would respond above all to their right to a fair deal. Nor would it 
be worthwhile to station an arrayment of special police along the 


border to carry out personal searches on foreigners coming to visit 
our country”. 
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Events have clearly borne out these predictions: the total of net 
receipts from tourism and emigrants’ remittances slid from 330 billion 
in the final quarter of 1971 to 213 in the same period of 1972; 
considering the upward momentum of these flows in the first half of 
the year, it can be estimated that this phenomenon sapped some 150 
billion lire from the balance of payments. It is possible that these 
measures did produce a modicum of desired results, but to a much 
lower measure than reported statistically. 

The series of monetary flare-ups in February and March of this 
year must be laid squarely to the size of flows of funds spurred by 
expectations of parity changes. The size of reserve losses suffered by 
Italy during January and the first part of February, notwithstanding 
the ban on crediting banknotes and the establishment of the two-tier 
market, ruled out any solution that would entail a further draining of 
reserves. In the light of a deficit in the balance of payments on 
current account, it would not have been feasible to keep the lira’s 
value vis-a-vis the other European currencies unaltered and accept the 
constraint of limiting its fluctuation to no more than 2.25 per cent of 
their respective parities. Acceptance of that constraint would have 
been possible had the embryonic European Fund for Monetary Coop- 
eration been equipped with the financial resources necessary to 
convince the market that eventual reserve losses would not, sooner or 
later, lead to a parity change. 

The decisions of February and March gave rise to bitter 
criticism; it was charged that it was merely a ploy masking an actual 
devaluation of the lira. Another oft-repeated argument was that it 
would have caused Italy to break loose from its European moorings. 

As to the first of these two accusations, it should be recalled that 
arriving at the new level in exchange rates while the authorities were 
making defensive interventions precludes any willingness on their part to 
cause a depreciation. To keep the old level would have entailed higher 
reserve losses. These losses would have led to a decision to devalue, 
without sufficient reserves to contain the size of the change. 

Non-participation in the joint European float does not seem 
liable to the interpretation that it caused a break between Italy and 
Europe; if anything, just the opposite is true: our currency was 
suddenly affected by shortcomings in international and domestic 
behaviour, the latter cutting across every social group and fostered by 
the policies carried out over past years. As a result, the process of 
integrating our economy in the Community has been slowed. 
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I recalled that behaviour and its consequences to the attention of 
the monetary authorities towards the middle of January 1972; at that 
time I wrote: “The international monetary situation is in unstable 
equilibrium; it is likely that the restructuring process will lead to the 
establishment of monetary areas; one of these would revolve around 
the enlarged European Economic Community. The acceleration of 
integration within this area will force the member countries to move 
more quickly towards homogeneous economic structures. Do the 
transformations we have recently achieved and those on slate support 
the conviction that our economy is able to make this evolutionary 
transition? are not symptoms appearing that might lead to the op- 
posite conclusion? and what is to say of its gradual drift away from 
the European Community?” 

We had better, however, take sides on one or the other in- 
terpretation of the difficulties lying before us, and make it plain once 
and for all if it is our belief that the remedy lies in speeding up the 
process of merging economic activities into a state or quasi-state 
apparatus, ever less mindful of the restraints necessarily respected by 
the managers of private enterprises that survive on their efficiency, 
and that all problems can be solved by the money printers, provided 
that they are willing to obey the command to crank their presses 
ceaselessly. If this is really the case, however, we cannot pretend that 
the majority of citizens should take seriously the repeated declarations 


promising to keep a solid link between our economy and those of the 
rest of the Western world. 


The Enterprises within the Framework of Economic Integration 


All of the Western economies are presently undergoing 
thorough transformations which have also touched upon labour re- 
lations and the distribution system, but none have deviated from a 
market economy. The founding treaty of the European Economic 
Community explicitly states that it shall pursue its own goals in the 
establishment of a common market, thereby implying rules revolving 
around the enterprise. These rules presuppose the existence of private 


and public enterprises, managed autonomously and operating on an 
equal basis. 





Concluding Remarks for 1972 429 


A hostile attitude, sometimes masked, sometimes not, towards 
private enterprises has taken root in our country over the years and a 
preference for public enterprises had even entered into the law books: 
for instance, the law of October 22, 1971 No. 685, art. 27, paragraph 
6 reads like this: “The Municipality shall use the expropriated areas 
for the construction of productive facilities for industrial, handicraft, 
commercial or tourism purposes” and the paragraph goes on “should 
competing claims be made, preference shall be given to those pre- 
sented by public agencies and state-controlled companies”. 

The rules governing labour relations in private employment have 
been brought into line with those governing public employment with 
the aim of guaranteeing job security. The private enterprises are 
presently threatened with a generous law in favour of war veterans, 
that also covers other categories suffering war damages, which 
hitherto has been restricted to the employees of public agencies, 
including municipal workers. This law brings about a situation in 
which the private owner is not able to make overhead projections and 
is ever more tempted to give in to takeover offers by a larger firm or a 
public agency. 

The employees greet this transfer from the private to the public 
sector with little remorse, yearning to become members of a privi- 
leged community. The process is monotonously one-way; not once 
has it happened that a municipally-run company that goes out of 
business because of accumulated liabilities, even in a field where it 
has no monopoly, ever had its service returned to a private enterprise. 

The widening of the public sector is detrimental to the process 
of management recruitment: the circle of eligible citizens tends to 
shrink around the members of the political parties in power, thereby 
fostering a bureaucratic corps of managers, with little zeal for inno- 
vation. The expansion of public enterprise tends in the long run to 
award those groups which can most easily influence the executive 
branch. 

It does not seem haphazard to state that the public sector’s 
action has been geared more towards extending its reach than 
towards improving the administration of those sectors already under 
its control. This has inserted an element of instability in the insti- 
tutional framework which, I believe, has had a negative impact on the 
process of capital accumulation. When the Italian market was first 
opened to foreign competition, that process was stimulated and there 
was a sharp rise in investments. In the ensuing years, the private 
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enterprises’ fears for their own survival may have convinced them of 
the wisdom of limiting their investment activities to reorganization 
programmes, before full employment had been reached. Supply has 
expanded basically through increases in productivity, mainly in the 
manufacturing industries. Consequently, the system has not grown as 
fast as it might have. 

Capital that might have gone into domestic investment has 
instead been exported. Had we tried to promote more vigorous 
investment in real assets, depressing the yield on financial assets 
through the expansion of liquidity, the result most likely would have 
been a larger exodus of funds towards foreign financial assets. 
Below-par domestic investment, a surplus in the balance of payments 
on current account, and the outflow of capital are all phases of a 
vicious circle experienced by an economy which is open to the 
international market, but has a different organizational structure. 

The public enterprise has unquestionably proved itself a potent 
development instrument in the Mezzogiorno; the same has been and 
can be true when it comes to accomplishing fundamental aims both in 
the infrastructure and the basic industry sectors, and providing oper- 
ational guidelines to other industrial sectors as well. But expanding 
the public enterprises’ field of action through interventions aimed 
chiefly at proffering a lifeline to floundering firms, but not re- 
sponding to a coherent economic policy design, leads to the degener- 
ation of public and private enterpreneurship and slams shut the door 
to European integration. 

Without efficient enterprises, the dismantling of economic 
borders produces an asymmetry of effects, since the penetration of 
foreign enterprises is not matched by a similar movement in the other 
direction. The resulting imbalance sets off a reaction which, in the 
long run, boils down to an attempt to use the arm of public industry 
as a hedge against the feared expansion of foreign industry. 

To avoid that the gradual transference of management respon- 
sibility to the public sector and that hardships being experienced by 
the private enterprises (which are partially at the bottom of this 
process) do not combine to drive a wedge between our country and 
Europe, we must urge the aid of European forces for undertakings 
aimed at solving our structural problems. In parallel, we must clear 
the way by speeding up the adjustment process for our institutions. In 
addition, we must eliminate those hurdles regarding the joint stock 
company and the stock market which make it comparatively more 
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difficult in our country to finance enterprises, for the households to 
invest their savings profitably and to implement an economic plan 
which, dictated by basic choices, guarantees the free exercise of 
entrepreneurial decision-making. In direct contrast with this policy is 
the oft-deplored dearth of public action in its most directly pertinent 
sphere, from environmental protection to education, from pro- 
fessional training to assistance and the other basic social services. 

In the autumn of 1969, trade union pressure, after having been 
applied during contract negotiations for the usual matters, such as the 
improvement of wages and reduction of the working week, shifted, 
on the factory level, to those aspects most closely linked to on-the-job 
working conditions and, on the national level, to those problems of 
general interest concerning the betterment of the labourer’s general 
standard of living. Relations inside the factory broke down against the 
combination of demands and the ensuing methods of struggle, re- 
flecting states of mind uneager to evolve toward constructive goals. 

From mid-1970 on, a clear pattern could be discerned in which 
the wave of claims, which initially might have appeared similar to 
those produced in 1962-1963, now have shifted its focus towards 
sweeping social changes. The demands were often confused, but 
rarely lacking in appeal. Their scope went beyond the redistribution 
of income and reflected the need for radical innovation. Development 
clogged against the barriers that were thrown up in front of pro- 
ductive activity. 

It grew harder to overcome the crisis inasmuch as its solution 
seemed linked, both on the factory level and on that of the system, to 
the re-establishment of relationships which could no longer be re- 
solved in a return to past normality, but the outcome of the quest for 
a new one. The task would not be an easy one, since neither the 
problems nor the solutions were clearly defined and there would 
inevitably be collisions not only of interests, but of ideological view- 
points. 

The structure of the enterprises was strained both on the economic- 
financial and on the organizational level. The fall-off in profits, that 
began towards the end of 1969 in terms of units of output, reached 
exceptional lows in 1971 also in terms of overall volume. The most 
hard-hit categories, as emerges from a survey taken of the balance sheets 
of 423 manufacturing companies with a net worth of at least 1 billion 
lire, were first the state-controlled companies and, among the privately 
owned, the smallest and largest companies. 
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The impact of declining profits on the private enterprises’ in- 
vestment programmes varied in intensity. Already in 1971 the smaller 
companies, also on account of their greater financial difficulties, were 
forced to cut back sharply their investment projects, while the larger 
ones slowed down theirs — which, nonetheless remained positive - 
gearing them chiefly towards retooling company structures to the 
situation created by the increase in wage costs and by the changes that 
had taken place in labour relations. Indicative of this behaviour was 
the growing tendency on the part of the large firms to slough off 
facilities that had become economically obsolete. The value of these 
operations, expressed in book-keeping terms, doubled in 1970 and 
tripled in 1971 with respect to the 100 billion registered in 1969. A 
similar pattern did not occur in the state-controlled companies, since 
they had already taken steps along these lines during the recession of 
1964-1965. In 1972, the phenomenon seems to have decelerated to a 
level some 25 per cent below that of the previous year, thus indi- 
cating a trend towards normalization in enterprise management. 

The process of restructuring the productive apparatus was ac- 
companied by parallel behaviour in the financial field. The recovery 
in share-issuing on the part of the Italian companies can in fact be 
linked to their need to restore financial equilibrium, in order to clear 
the way for the implementation of development programmes. 

In 1972, the investments of the entire industrial sector, which in 
1971, according to recently released data, had still shown a slight 
increase, dropped at constant prices by 3 per cent. The anticyclical 
action of the state-controlled companies was not sufficient to offset 
completely the decline in investments on the part of the private 
enterprises, despite the broad support given to industrial investments 
by the special credit institutions which, bolstered by a monetary policy 
geared to fostering intermediary activities, were able to satisfy to a 
considerable extent the backlog of loan requests. 

The effects of the enterprises’ different investment performances 
began to be felt already during 1972. Capital accumulation — which 
had been vigorous for the state-controlled companies and still fairly 
active for the large private concerns — fostered a rise in productivity, 
both directly and indirectly through the reorganization of the pro- 
ductive process leading to labour savings. 

Adjustment in employment levels, hardly noticeable in the pre- 
vious year, was more marked in 1972, as the enterprises’ two-pronged 
actions to improve the productive efficiency of their facilities and 
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more rationally organize the factors of production worked their 
effects. In addition, numerous small business failures also took their 
toll on the employment level. 

In the early months of 1972, achievement, albeit partial, of the 
above aims helped to curtail the increase of manpower costs per unit 
of output. In the second half, the first hints of perking demand and 
price rises fostered an increase in unit and overall profits. From 
national accounts data it can be estimated that there was a turnaround 
in the enterprises’ net savings after the previous year’s drop; the 9 per 
cent growth of incomes in the industrial sector (excluding those 
earned by employees) supports this assumption. 

Looming on the horizon together with these signs of im- 
provement were contract renewals involving more than three million 
industrial employees. The importance that is attached to both the way 
in which the new contracts were negotiated, and to their contents, 
seems justified when we consider that they occur within a wage reality 
which, in the last decade, has gradually approached the European 
average, almost fully matching it in terms of labour cost. Whereas in 
1960 in the manufacturing sector the latter was nearly 25 per cent less 
in Italy than the average for the other countries, the United Kingdom 
included, by 1970 the gap had been substantially closed. In fact, in that 
year it was down to 6 per cent, an average deriving from quite different 
situations from sector to sector: costs in the footwear and clothing 
industry were still appreciably below the European averages, those for 
foodstuffs and means of transportation were basically equal, while 
costs in the metallurgy sector were higher. 

Rises ;-mming from the recently signed contracts must be 
weighed in nis light. The chemical workers’ contract put into effect 
immediate rises of 14 per cent in terms of contractual wages, as 
emerges from the official indexes, and an estimated 18 per cent in 
terms of labour cost for its entire span of three years, the latter 
necessarily approximate because of the difficulty of calculating the cost 
of several items. These increments are lower, even if not far off those 
awarded by the 1969 contract; nonetheless they cannot be considered 
any less serious in terms of their impact on competitiveness for the 
reasons mentioned above. A similar conclusion may be drawn from the 
settlement in the mechanical engineering sector even if, given its more 


recent signing, its impact on the contractual wage indexes has not yet 
been quantified. 
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Without doubt, from the way in which the bargaining was 
accomplished and the work stoppages themselves, the trade unions 
demonstrated a greater representative capacity while both sides of the 
table displayed a more responsible attitude towards the problems 
relating to the enterprises’ global reality; both are hopeful signs in the 
quest for normality in productive activities. The limited space dedi- 
cated in the new contracts to agreements regarding labour or- 
ganization inside the factory and the postponement of this phase of 
factory-level bargaining inserts, however, an element of uncertainty in 
the planning of productive activities and above all of investment 
programmes. This, however, has been mitigated by the contents of 
several statements made by trade union leaders. Application of the 
new contracts aimed at coordinating factory-level bargaining with 
goals touching society as a whole can be accomplished only by 
constant cooperation between the trade unions’ national headquarters 
and their factory councils. The fact that the latter fully represent 
workers’ interests on the factory level does not contradict the need 
for coordinating each factory’s demands within the framework of 
more general problems touching the entire working class. 

A string of fresh burdens was thus thrust upon the enterprises as 
they were approaching a satisfactory degree of internal equilibrium, 
threatening consolidation of the partial recovery experienced in the 
final months of the year and, above all, the start of a fresh round of 
investments as the plants reached full capacity levels and profits 
began to rise. Adding to these burdens sharply contradicts the con- 
clusions of several recently held debates from which there emerged 
some signs of agreement between economists and politicians ap- 
proaching the problem from a different standpoint. There was 
agreement in recognizing the market’s intermediation role in supply 
and demand relations and its function as an indicator of efficient 
combinations of the factors of production, within an institutional 
framework capable of offsetting oligopolistic tendencies. There was 
also consensus that enterprises are organizations governed by the 
principle of economic viability and responding to the needs of special- 
ization and of the decentralization of the decision-making process, as 
also imposed by the modern productive process. Finally opinions 
converged upon the necessity of limiting the spread of the public 
area. 

These considerations call for coherent behaviour, not only in 
terms of trade union relations. This does not only mean coming up 
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with innovative production methods, but, more specifically, deciding 
where the emphasis shall be placed in the production of goods and 
services: leaving to market forces the fundamental choice of the 
composition of demand, provided that intervention by the political 
authorities channels these forces towards goals having the public’s 
consensus. Should profit be considered the final objective, distortion 
would arise in productive activity as the supply structure dictated that 
of demand. This might exact costs in terms of resources waste and 
debasement of the social and physical environment. The concept of 
economic efficiency itself would become uncertain, unless we suc- 
ceeded in guaranteeing the autonomy of the goals of productive 
activity, in respect to the activity itself. The efficiency of the entire 
system, in fact, derives from its capacity to fulfil requirements which, 
insofar as relevant to the society as a whole, transcend the immediate 
aims of the single productive units. 

If a balance is to be struck in factory-level relations, it is essential 
for us to direct overall demand towards fulfilling those needs whose 
urgency is recognized every day by wider segments of the public. 

We have noted that the cost of labour in our country has nearly 
reached the level of our neighbours; nonetheless, the same data reveal 
that wages remain at lower levels, the difference mainly taken up by 
the higher burden of social security charges on our industries. These 
charges, in 1969, took up 29 per cent of the overall wage bill in the 
Italian manufacturing industry, against 20 per cent, on average, in the 
other Community member countries, the United Kingdom included. 
This is an example of the reciprocal ties linking the economic 
situation and the reforms; setting one against the other, as has been 
often done, basically creates false dilemmas, as is generally the case 
when short- and long-term problems are counterposed, that is, when 
we are not talking about a situation in which the means for the 
present and overall solution of the problems themselves and thus, the 
need to make choices are lacking. 

An example of this is the employment problem. The low em- 
ployment rate for adults and the gradual decline of this rate attest to 
the existence of a large pool of manpower reserves other and above 
those officially jobless, made up of people who do not even bother 
looking for work when the market is depressed. 

Like the potential source of energy compressed in the ice 
packing a glacier, exploitable only gradually as the heat melts it, these 
manpower reserves become actual only when demand is such as to 
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suck them into the market and, through on-the-job training they gain 
enough experience to qualify as skilled workers. 

The solution to the problems of unemployment and under- 
employment lies in regulating the cycle to keep up sustained and 
steady productive activity. Fast spurts of productive activity are 
choked off quickly by scarsities in readily available manpower and can 
bring about, as experience in the recent past has demonstrated, the 
contradictory coexistence of problems related to full employment and 
the under-utilization of labour. 

The country’s development requires a productive nucleus, whose 
efficiency is constantly being honed by international competition, to 
stimulate the entire system and provide its own determining contri- 
bution towards balancing foreign accounts. 

But this does not mean that demand composition cannot, and 
must not, for that matter, be channelled towards meeting the needs 
highest on society’s list of priorities and which have been repeatedly 
urged by the planning bodies. If the enterprises’ investments must be 
guided by the action of the planning bodies in regard to the public 
and private productive system, satisfying society’s more specific needs 
still remains the task of public expenditure. As things stand now, one 
cannot fail to note the government’s inability to implement an 
adequate policy of social investments in the near future, but this 
serious shortcoming cannot continue over the intermediate period. 

Recent years’ experience has demonstrated the public admini- 
stration’s incapacity to expand its direct investments to the degree 
held necessary. The weight of these investments, with respect to 
overall public spending, has appreciably diminished from 10.5 per 
cent on average in the 1950s, to 7.8 in the following decade, and to 
6.4 in the most recent years. 

This trend has highly conditioned the growth of the supply of 
public goods and services and has thereby to a large degree helped 
being about the social and economic difficulties we are presently 
facing, despite the fact that the expansion of public investments has 
been given high priority in every government programme of recent 
years. 
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Current Problems 


The thoroughness with which we have analyzed the transform- 
ations that have taken place in our economy, as well as recent 
domestic and international monetary events, does not absolve us from 
our duty to examine and offer solutions to the current problems most 
directly interesting us, as the central bank, in the light of the far- 
reaching changes occurring in the international monetary system. The 
most crucial problem is inflation. The economies of the industrial and 
raw-material producing countries have been struck by an inflationary 
storm that is without precedent in the last twenty-five years. In the 
second half of 1972, wholesale prices soared, mainly in the industrial 
raw materials and foodstuffs sectors. Between June and December, 
the general index rose at a yearly rate which ranged from 6.4 per cent 
in West Germany to 13.8 per cent in France. As a result of tensions 
spreading into the manufactured goods sector, the index reached 
exceptionally high levels during the first quarter of the year: about 22 
per cent on a yearly basis in the United States and 14 in West 
Germany. Inflows of funds from abroad weakened the central banks’ 
capacity to control the money stock; moreover, financing of the 
government deficit has had a similar impact. 

The declaration of the dollar’s inconvertibility, following a long 
process stretching from March 1968 to August 1971, combined with 
the expansion of dollar deposits held by the official authorities and 
the public both inside and outside the United States. De facto 
convertibility of the dollar into gold for private non-US residents was 
maintained until 1968 by sharing the relative burden among the 
countries taking part in the gold pool. Towards the end of 1967 and 
the beginning of 1968, it seemed that this form of convertibility at the 
official price of 35 dollars per ounce would result in the outflow of all 
gold reserves to the public. At that time, we made known our 
intention to offset our market gold sales covering pool commitments 
by purchasing equivalent amounts from the United States Treasury. 
In March, support for the free market price of 35 dollars per ounce 
was withdrawn. The dollar continued to be convertible for the central 
banks; however, in August 1971 this form of convertibility was also 
abolished. 

The United States’ external indebtedness stemming from mon- 
etary movements rose from 38 billion dollars at end-1968 to 83 at the 
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end of 1972. Almost the entire amount of dollars created through this 
form of indebtedness flowed to the central banks: the amount of 
dollars held in reserves increased from 17 to 62 billion, most of which 
flowed into the central banks of West Germany, Japan, France, 
Benelux and Switzerland. During the same period, the Euro-dollar 
market expanded at the same pace: the dollar-denominated assets and 
liabilities of the commercial banks of eight European countries rose, 
respectively, from 27 to 97 billion and from 30 to 98. At the same 
time, the market for other Euro-currencies, mainly Deutsche Mark 
and Swiss francs, which was practically non-existent at the end of 
1968, also expanded. Excluding assets and liabilities towards US 
residents, in December 1972 the commercial banks of the eight 
countries administered a volume of foreign-currency denominated 
funds amounting to about 120 billion dollars. 

One feature of the present international monetary system is the 
lack of any commitment on the part of the United States, Canada, 
Japan, Switzerland, the United Kingdom, Italy and Ireland to in- 
tervene in defence of their parities; the remaining Community 
countries and Sweden and Norway will defend their reciprocal 
parities, but not against the US dollar. Despite persistent warnings 
about the need to limit the multiplier effects arising from deposits of 
reserve currencies in countries other than the issuing ones and from 
the diversification of these currencies, lately the latter phenomenon 
has been especially marked, mainly in terms of the Deutsche Mark. 

None of the oil-producing countries deposit dollars in the 
United States and all of them have converted dollars into other 
currencies. Under these circumstances, floating exchange rates 
hamper the further accumulation of reserve currencies and the con- 
version of one currency into another and act as a stabilizing factor for 
the system. The results of the recent test run appear satisfactory. 
Other countries carry out a policy aimed at fostering the use of 
portions of excess reserves to purchase raw materials, thereby helping 
to push their prices upwards. The search for profitable investments 
entails shifts of liquid assets, which adversely affect the financial 
markets. Frequently, shares are purchased on the basis of prices which 
bear no relation to the enterprises’ capital or their performance. Gold 
is becoming ever more enticing. 

The smooth running of the international monetary system is 
hampered by the coexistence of excess liquidity and increasing limi- 
tations on its use. The widening spread between the official price of 
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gold and market prices has persuaded official holders to regard it as a 
frozen component of their reserves; we warned our European 
partners of this last June and, after six months of negotiations, 
obtained their pledge to hammer out common solutions aimed at 
removing the freeze on the use of gold in intra-Community settle- 
ments. Gold can, in fact, be used in these settlements, through 
operations which will be settled when a new official price has been 
determined or when the central banks are once again allowed to trade 
on the free market, and official or market prices are considered 
acceptable. The use of dollars in settlements runs up against barriers, 
insofar as certain creditor countries refuse to accept them into their 
reserves. Finally, within the Community framework, the amount of 
resources administered by the European Fund for Monetary Cooper- 
ation is negligible. Given these circumstances, the time is ripe to call a 
halt to our various crusades and meet head on the problem of the 
place of gold in the international monetary system. 

On various occasions, I have expressed doubts as to the possi- 
bility of re-establishing an international monetary system based on the 
principle of universality; that is, a system in which the obligation to 
settle debts and credits among countries by means of reserve instru- 
ments available in limited quantities would force each country, 
without exception, to respect the balance-of-payments constraint. 
Then and still today, I find it difficult to imagine a system in which 
the adjustment process takes place in the same way in the large and 
the small, the developed and the developing countries. Along the 
spectrum which ranges from a single universally acceptable currency 
to one currency for each province or city, there are single economic 
areas in which the degree of integration is higher than that possible 
for outside zones. The development of monetary areas consisting of 
countries bound to each other by a system of fixed exchange rates and 
to other areas by more flexible exchange rate relationships, has led 
some observers to draw the conclusion that reserves are superfluous. 
Others believe that the function of reserves might be to control 
possible exchange rate fluctuations among the areas so that they 
reflect the medium-term trend of the basic balance of payments. 

If, among the integrating countries, there exist differences in the 
propensity to inflation and divergent cyclical trends, surpluses and 
deficits will show up in their balances of payments. If priority is given 
to integration then the adjustment process must take place without 
recourse to changes in exchange rates. However, the integration 
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process must be put on a proper footing by also providing an 
adequate supply of credit lines, administered by a regional or- 
ganization to which reserves should gradually be transferred. A 
possible solution for the new international monetary system would be 
to set up funds for monetary cooperation on a regional level and 
grant them the power to create monetary units which the member 
states would use in settling balance-of-payments surpluses and 
deficits. The above-mentioned monetary units would have many of 
the characteristics of special drawing rights; suspicions that their 
creation was influenced by the contingent needs of a dominating 
economy would be less likely to arise. Relations between the various 
monetary areas would benefit from reciprocal credit arrangements 
that would be adjusted from time to time by mutual agreement, 
geared to the need of defending the desired exchange rates. Thus, the 
need for reserves, in both gold and special drawing rights, would be 
reduced. 

A polycentric international monetary system does not necessarily 
imply weakening of the general cohesion among its different units. 
The more the adjustment process among the large areas takes place 
through a system of flexible exchange rates, the more necessary it 
becomes to abide by the rules which ensure the orderly development 
of trade and carrying out of settlements. A system of this type must 
rely upon institutionalized consultation on the national and area 
level. The International Monetary Fund is the institution best suited 
to this purpose. It should be added, moreover, that as we arrive, 
through the existence of a flexible system, at more credible exchange 
rates between the currencies of the large areas, the less exposed the 
latter will be to destabilizing shocks from funds shifting from one 
market to another in expectation of parity changes. 

When special drawing rights were introduced, it was felt that 
their creation would be regulated according to the liquidity needs of 
the international monetary system. Their creation was envisaged for a 
time when the US balance-of-payments deficit would cease to provide 
the system with liquidity. When they were evolved, it was not 
thought that SDRs would be the only means of increasing reserves; a 
certain amount of gold might continue to enter the system, though 
not enough to meet requirements. Despite massive influxes of dollars 
to the international monetary system resulting from the balance-of- 
payments deficit, about 10 billion worth of SDRs were created; the 
rigidity of the procedures for their activation prevented the amount 
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of SDRs from being adjusted to meet changing circumstances. Newly 
mined gold was absorbed by the market at rising prices. 

One solution to the problem of restoring gold circulation within 
the international monetary system might be to raise the official price 
of gold considerably. The resulting overnight surge of liquidity cre- 
ation could be kept in bounds by agreeing that the central banks, 
when intervening to defend the exchange rate level, would not be 
allowed to sell gold to each other but on the free market, up to the 
amount gained from the revaluation of gold, when the market quo- 
tation rises above the official price. This would act to neutralize the 
liquidity thus created. The deficit country would repurchase its own 
currency from non-resident holders or, alternatively, would purchase 
the creditor’s currency through gold sales on the free market. The 
central banks’ residual gold holdings could circulate among the same 
banks or be transferred to the International Monetary Fund in 
exchange for SDRs or sold on the market. The Fund could sell 
portions of the gold it holds on the free market in order to obtain the 
necessary currencies for its operations. The Washington agreement of 
March 1968 would have to be revoked. Newly mined gold should 
enter into the free market. 

If the solution of an increase in the official price of gold were 
rejected, as an alternative the notion of an official price could be done 
away with altogether. In this case, the central banks could exchange 
gold among themselves on the basis of an agreed price and sell and 
purchase the metal on the free market. SDRs would no longer be 
expressed in terms of gold content; they would become an abstract 
unit on the basis of which relations between national currencies 
would be expressed. The international monetary system would 
change over from material to immaterial money, backed solely by 
man’s own wisdom. The price of gold in central bank transactions 
could be determined either on the basis of market prices or period- 
ically revalued in relation to the weighted average trend of prices for 
internationally traded goods and services, through decisions taken by 
international bodies. Thus, gold and SDRs would be assigned two 
different functions, fulfilling two distinct and equally important re- 
quirements: to provide the single national communities with a means 
of storing value or, basically, the means for maintaining their foreign 
purchasing power, and also to provide the international community 


with the system’s numéraire for expressing the parity ratios of the 
single currencies. 
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The central banks’ freedom to sell portions of their gold holdings 
on the market would enhance the effects which can be obtained 
through the above-mentioned open market operations on the Euro- 
dollar market. Letting gold once again circulate within the inter- 
national monetary system would offer a further opportunity of moving 
the reserve structure closer to what is considered desirable and would 
thus provide an element of stability to the system. 

The foregoing solutions to use gold in intra~Community settle- 
ments do not solve the problems faced by countries, such as Italy, 
with a large percentage of gold in their reserves. Since there are 
widespread expectations that gold can be sold at a higher price than 
the present official one, these countries find themselves unable to 
benefit from that increase just when they may be running balance-of- 
payments deficits. Until someone comes up with a global solution to 
the problem of the price of gold, it might be feasible to consider a 
partial solution for intra-Community settlements. The creation of 
monetary units on the part of the European Fund for Monetary 
Cooperation and their allocation to the member countries would have 
an expansionary impact on liquidity no different from an increase in 
the price of gold in intra-Community settlements, but would be more 
in line with the logic of economic and monetary union. If no solution 
were found, we believe that our country should be quite cautious in 
taking on the obligations imposed by narrowing the fluctuation 
margins between the Community currencies. 

However, it is not enough to re-establish these commitments in 
order to bring the nation’s economy into step with that of the other 
European countries. The main roadblocks which have hindered pro- 
gress towards common positions must be tackled. 

Italy’s shortcomings, and those of her associates and of the 
Community organizations, have raised obstacles towards unification. 
Little has been done on the institutional level. As far as concerns the 
heterogeneous nature of the economies’ structures and dynamics, 
experience has shown that removing trade barriers will not alone 
spark off an autonomous process towards integration. The free circu- 
lation of goods and services does not ensure that uniform prices for 
production factors will be attained within a free trade area. The 
additional condition of full mobility of production factors could help 
to achieve this aim, but entrusting labour mobility with the pre- 
dominant task of pulling the economies’ structures closer together 
would involve both a drop in the growth rate of the economy 
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providing the manpower and human costs which no country could 
accept without serious reservations. 

The basic failure of monetary unification projects which rely on 
formal obligations can undoubtedly be ascribed to the fact that the 
heterogeneous nature of structures has been disregarded. We have, 
for instance, asked the Community to provide us with subsidies so 
that we can move ahead in adjusting our productive structures; but 
the insistence with which we requested aid was matched by our 
inability to use that which we obtained. 

Finally, homogeneous structures do not mean parallel devel- 
opment. If the long-run trends of costs and prices differ widely in the 
various Community countries while a system of rigidly fixed exchange 
rates is in force, then the balance of payments on current account can 
only be kept in equilibrium in the countries with higher rates of 
inflation at the cost of minor success in bringing the growth of 
income closer to its potential. Even without considering the equi- 
librium of the balance of payments on current account as a constraint, 
if the return on investments differs from country to country then the 
costs of unification will be greater for those countries less able to 
attract the area’s productive investments, and this would result in 
their having a lower growth rate. 

Thus, our contribution to the integration process should not be 
exercised through the resigned acceptance of the method that makes 
unification depend on imposing certain constraints on symbol- 
variables, such as the rate of money growth and the relations which 
link the various European currencies. Our contribution must be free 
of the fear that any criticism we make of the methods being used will 
leave us vulnerable to attacks of being anti-European. There was no 
fear of such accusations among the Members of Parliament who, at 
Community meetings, rejected plans put forward by the Commission 
for a restructuring of agricultural prices, and challenged the under- 
lying rationale for the existence of a European unit of account used in 
settling payments for agricultural trade. Those who took this stance 
thought that by magnifying the effect of revaluations and devalu- 
ations on domestic prices, parity changes would be definitely elim- 
inated. However, since this result was not obtained, is not the time 
ripe now to ask ourselves whether by persisting with this ficticious 
system we will create tensions harmful to the integration process? 

A more reasonable way of dealing with unification problems is 
that of moving on to the comparison and to the coordination of 
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programmes regarding medium-term real flows - in which the stra- 
tegic variable is the volume of investments - in order to ensure the 
consistency of the balance on current account and on intra-Com- 
munity capital movements. This process could lead to a partial 
revision of each country’s income and investment targets. When, 
instead, it is not made clear at the beginning that the various targets 
are in conflict, the adjustment process is necessarily left to the play of 
market forces and uncoordinated economic policy interventions. In 
this type of situation it is quite likely that the whole burden of 
bringing the objectives into line will be left on the shoulders of one 
group of countries, while another group makes no move to revise its 
own aims. We do not think it is futile to widen the discussion of the 
foregoing issues, as far as this lends to spreading the certainty that the 
European choice is irrevocable, not only because commitments have 
already been undertaken but above all because it responds to deeply 
rooted yearnings within Italy. 

During Italy’s Risorgimento, the European ideal was deeply 
engrained in the effort to achieve national unity, so that the two 
ideals were not seen as contradictory but as phases of a single process 
moving towards the expression of a culturally homogeneous com- 
munity. Events in the last decades have given a sense of urgency to 
what might have seemed a utopian vision during the last century, so 
that the accomplishment of European unification is considered an 
indispensable development for the very survival of the values 
embodied in national ideals. 

During the period covering June 1, 1972 to February 13, 1973 - 
the day on which, together with the announcement of the dollar’s 
devaluation, it was decided to float the lira — the Bank of Italy was 
forced to intervene in support of the lira with foreign exchange sales 
amounting to 2,824 billion lire, under the terms of the Community 
agreement narrowing fluctuation margins. If the currency sales made 
by the Ufficio Italiano dei Cambi for its own operations are included 
then the total rises to 3,024 billion. This represents 78 per cent of the 
Bank of Italy-UIC’s net external assets at the beginning of the period. 
If we had not taken out compensatory loans and assuming that 
priority was given to the use of convertible currencies, the latter 
would have been completely wiped out and our gold holdings, 
including gold-convertible reserves, would have fallen from 2,208 
billion to 764. This did not happen, thanks to a series of operations of 
a one-time nature: namely, unwinding the UIC’s long position of 870 
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billion in respect to swaps with the banks; activation of swaps creating 
a short position for the UIC of 544 billion vis-a-vis the banks; and 
compensatory loans amounting to 939 billion. Despite the above- 
mentioned operations, the Bank of Italy-UIC’s net foreign position 
registered a fall-off of 671 billion and the banks’ foreign indebt- 
edness, excluding operations involving compensatory loans, increased 
by 145 billion. 

The Bank of Italy-UIC’s foreign position, calculated on the basis 
of a gold price of 42.22 dollars per ounce and of the new exchange 
relations, amounted to 3,454 billion on February 13; on April 30, the 
total was 3,501 billion. From February 15 to April 30, the banks’ 
indebtedness, excluding the above-mentioned operations, grew by 
322 billion. During the same period, recourse to compensatory loans 
was almost non-existent; instead, a few funding operations took place, 
moving the due dates of these debts to between 1976 and 1980. 

After February 13, intervention policy on the exchange market 
was, in principle, based on the need to avoid, as far as possible, sharp 
swings in rates and to earmark the possible inflow of foreign currency 
for the repayment of swaps, debts with banks, and the compensatory 
loans. As it happened, currency influxes were only registered during 
the second half of February. These did not amount to much and were 
mostly used to repay swaps. Instead, during the following months it 
became necessary to intervene occasionally through currency sales, to 
avoid too great a depreciation of the lira; nonetheless, these sales did 
not affect the volume of reserves, given the influx, in April and May, 
of the receipts of loans taken out by ICIPU (public utility credit 
institute) and IMI (Italian industrial credit institution). 

From balance-of-payments data it emerges that capital move- 
ments in 1972, particularly those linked with a different use of the 
terms of payment for exchanges of goods, led to the building of a 
deficit: as a result, the net outflow of funds amounted to 1,345 billion 
lire, versus 374 in 1971. The current account balance also deterio- 
rated, although only slightly: between 1971 and 1972, the relative 
surplus in fact dropped from 981 to 844 billion; this result was 
influenced by unusual factors, such as large imports of gold, moreover 
at rising prices, during the last four months, and the above-mentioned 
distortions in flows from tourism and emigrants’ remittances. 

During the first months of 1973, excluding March when results 
were distorted by the customs strike, a large increase was registered in 
imports, along with a marked slowdown in exports. The former are 
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moving up at a vigorous pace, in connection with revived productive 
activity and the replenishing of inventories: their value was inflated 
further by the rise in international prices and by the impact of the 
lira’s depreciation. The slowdown in exports was influenced by 
shortages in the supply of mechanical engineering products, the result 
of prolonged strikes. On the whole, during the first four months, the 
balance of payments registered an overall deficit of about 550 billion 
lire, two-thirds of which in January alone when large numbers of 
investors made heavy purchases of foreign securities. 

On the basis of the exchange rate relations — as they unfolded in 
the first three weeks of May — between the lira, the Community 
currencies and the dollar, the weighted average devaluation rate, in 
respect to exchange rates on February 9, was 8.50 per cent for 
imports and 9.70 per cent for exports. These relations allowed 
manufacturers to transfer costs onto the prices of their products 
without harming their competitive position. 

We have stated that the policy followed by the monetary auth- 
orities during 1972 was based on the need to keep the balance-of- 
payments constraint from undermining those moves aimed by-and- 
large at stimulating a recovery of productive activity. On the other 
hand, the origin itself of upward price movements seemed to rule out 
that satisfying results might be obtained by manoeuvring monetary 
aggregates. In January of this year, this interpretation of the facts was 
accepted: once the two-tier market had been set up, it was decided 
that part of the enterprises’ burden of social security contributions 
would be switched over to the government. The cost of labour, but 
not wages, had reached, and in some cases surpassed, the level 
registered in the other Community countries, the difference due 
wholly to the enterprises’ social security burdens. Transference to the 
government of part of these contributions was seen as a move towards 
lining up the Italian economic structure with that of the remaining 
European countries. 

Had this measure been put into force immediately, focused on 
the manufacturing industry sector and linked with price controls on 
products of the major industries it would have been effective in 
fostering the revival of production and curbing inflationary pressures. 
But, since it was designed to include all the enterprises, rather than a 
chosen few, important power centres made no move to get it ap- 
proved. Once again, it appears that the economic policy followed in 
our country tends towards keeping the production system perma- 
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nently afflicted, every now and again promoting some merciful inter- 
vention to bring thanks showering down upon the inner circle 
backing these measures. The most obscure scruples are invoked to 
obstacle measures benefitting all the enterprises; however, these 
scruples vanish the moment it is a question of increasing the en- 
dowment funds of the state-holding companies. We have not yet rid 
ourselves of our ancient predilection for tyrannical laws which, being 
of use to one or to few, are most ensnaring. 

While the balance-of-payments constraint weakened, steps were 
taken on the international and Community level to strengthen 
existing anti-inflationary policies. The OECD member countries com- 
mitted themselves to coordinating their respective fiscal and monetary 
policies, in an attempt to help curtail inflationary phenomena; more 
specifically, the Community countries established ceilings on the 
creation of money. Most countries overshot these bounds. 

In 1972, the United Kingdom’s money stock increased by 25 per 
cent against an increase of about 11 per cent in income at current 
prices, about 7 per cent of which stemming from price rises. The 
lowest rate of increase for the money stock (12 per cent) was regis- 
tered by the Netherlands against an increase of 14 per cent in income 
at current prices, 10 per cent of which due to price rises. With regard 
to the other countries, increases were registered at intermediate rates, 
although certainly higher than growth rates for income at current 
prices; Italy showed an increase of 18.6 per cent, against a 9.3 per 
cent increase in income and 5.9 for prices. 

The goals which the Community bodies set for themselves have 
not been accomplished. On the other hand, the tightening of mon- 
etary policy would immediately tend to affect mainly the level of 
output; in fact, in the Community countries, the inflation component 
linked with cost increases is more dynamic than pressures arising from 
increased demand. In addition, the money stock is only one of the 
components determining credit volume: an equal increase in means of 
payment can support widely differing levels of expansion of overall 
credit. It is this latter variable, in particular, which must be watched if 
we wish to correct, over the short run, the volume of overall demand; 
in most countries, its rate of development also widely exceeded that 
of income at current prices. 

In the first quarter of this year, further upward impulses from 
abroad, superimposed on the ongoing rise in domestic costs and 
prices, caused the rate of price increases in Italy to move up to among 
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the highest being registered in the industrial countries; nonetheless, 
the increase seems among the lowest in the manufactured goods 
sector, whereas there was a particularly large upswing in the agricul- 
tural and industrial raw materials sector, where imports carry con- 
siderable weight. Progress was made towards restoring more balanced 
conditions for the enterprises; the economic system was shaken out of 
the lethargy in which it had seemed to loll in the recent past. This 
opinion is confirmed by the latest data on industrial production, even 
though in the first quarter of the year the overall index, seasonally 
adjusted, dropped by almost 6 per cent compared with the last 
quarter of 1972; this fall-off was, in fact, greatly influenced by 
production slowdowns in the wake of strikes in the mechanical 
engineering sector preceding the signing of the national contract. If 
this sector is excluded, the slowdown in productive activity is reduced 
by two-thirds, which indicates that, after the previous quarter’s hefty 
increases, production is evening out to a level over 5 per cent higher 
than the 1972 average. 

Information provided by our branches reveals that the private 
enterprises, after having refrained from increasing investments in 1972, 
are now behaving differently: it seems that large-scale investments 
projects are being carried out all over the country. The trend, even for 
the large enterprises, is towards medium-sized production units scat- 
tered throughout the nation but tending to be located where there is 
less industrial congestion, and especially in the Mezzogiorno. The new 
productive set-up seems to be based on medium-sized plants that 
revolve around a central decision-making body as far as concerns 
investment planning, financing and marketing. If, however, we are 
witnessing a promising revival of private initiative, the same sources 
reveal that these investments will not promise much new employment. 

As regards financing methods, in Northern and Central Italy 
about half the funds were raised through indebtedness while in the 
South the amount was about two-thirds. 

The first thrust towards recovery was provided by foreign demand 
and by stockbuilding, spurred by expectations of changes in the tax 
system, while the contribution of public expenditure for social infra- 
structures was a meagre one. The same forces at the origin of those 
imbalances which hindered an upswing are still at work within the 
economic system. Signs of growing tensions in various sectors are 
looming on the horizon. Price increases could upset the expansion of 
economic activity. 
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The awareness of the difficulty of bringing downward pressures 
on prices through recourse to fiscal and monetary policies has led a 
large number of countries to set up administrative controls on prices 
and incomes. The controls were effective in temporarily slowing 
down the growth rate of costs and prices, allowing the increase in 
demand to foster an upswing in production. Although the disman- 
tling of those controls was met by a rapid surge in prices, the 
experiment does not warrant a negative assessment. There is no 
reason to rule out the use of this instrument in Italy although, in the 
awareness that this country lacks the proper administrative structures, 
the scope ought perhaps to be limited. 

The periodic comparison between demand and potential supply 
essentially leads to an examination of the increase in public expen- 
diture and of its consistency with development lines in the private 
sector. The estimates for 1973 show that, on the basis of the exchange 
rate relationships between the lira and the Community currencies, the 
balance of payments should close in approximate equilibrium. This 
forecast is based on the assumption that policy measures succeed in 
slowing down the inflationary pressures present in our economy 
bringing them back to levels close to those being experienced in most 
of the industrial countries, as well as in keeping the possible current 
account deficit within an amount that can be financed with inflows of 
capital. Another condition is that the government sector’s net indebt- 
edness must not accelerate with respect to the growth rate of the first 
part of the year. 

Conditions are looming that will make it necessary to use de- 
mand-regulating instruments in order to curb pressures on real re- 
sources: there will appear a clear-cut need for corrective intervention 
through increased taxation. If interventions to regulate demand are 
carried out through monetary policy measures, they are bound to run 
up against the tightening of constraints due to the expansion of the 
volume of long-term securities created for financing the public 
sector’s needs. 

The amount of outstanding bonds will, in time, create complex 
problems: at the end of 1965, the volume of outstanding securities 
was about 13,000 billion lire; for those issued by the Treasury, it was 
about 4,000 billion. At the end of 1972, the volume of outstanding 
securities hit the 41,000 billion Mark and those issued by the 
Treasury, 16,000 billion. Given this recent upswing, their average 
maturity is much longer, thus market yield fluctuations, albeit slight, 
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bring about massive changes in capital value. This circumstance 
stresses the need for a continuous action aimed at defending the price 
of securities, in order to ensure an adequate demand by the public; 
however, monetary base creation must be viewed as a function of 
securities price pegging necessities. Therefore, possible restrictive 
action must be limited to other channels of monetary base creation 
and, more specifically, to direct bank financing. In the last five years, 
the percentage of securities in the Bank of Italy’s portfolio rose from 
6 to 15 per cent of total outstanding issues. 

The policies which we have followed during recent years, when 
intervening on the bond market, have made possible the easy 
placement, at sufficiently low interest rates, of large issues of both 
public and private securities. From this point of view, the setting up 
of the external two-tier market for the lira and the floating of 
exchange rates provided us with greater freedom. 

It would seem advisable to reduce, at least relatively, the volume 
of issues by augmenting taxation. It is no less important to have a 
more segmented structure of public debt so that short-term rates can 
fluctuate more widely and, at the same time, some stability for 
long-term rates can be ensured if necessary. 

In the past, the large volume of public bonds has not made it 
possible to carry out adequately an interest-rate policy in line with the 
achievement of goals; when we begin to progress towards a European 
system of fixed exchange rates, control over short-term interest rates 
will have to be sufficiently elastic. It is to be hoped that, in the future, 
long-term public securities will only be issued in order to finance cash 
requirements resulting from investment expenditure and that, when 
necessary, financing through short-term securities will also be per- 
mitted. 

One cause of the central bank’s increased difficulties in regu- 
lating monetary base, was the massive transfers made by the Treasury 
to the regions of funds which were then deposited with the banks. 
These transfers result in an upswing in the volume of liquid funds 
available to the banking system as a whole: however, they are spread 
unevenly within the system, since the banks compete fiercely in order 
to acquire them. This has a corroding influence on competition: the 
acquisition of funds is bargained over in a way which contradicts the 
system’s logic and causes distortions in credit activity. We shall 
suggest that the authorities impose specific compulsory reserves for 
these regional funds. 
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The present economic recovery has been interpreted in con- 
trasting lights: some people put stress on the rise in output, others on 
the accompanying rapid expansion of prices. The latter took place 
both because inflation is rife throughout the world and because, over 
recent years, it was only curbed in our country to the extent that we 
did not manage to expand demand. Numerous factors concurred to 
pressure the upward spiral of costs; increases in unit costs were not 
transferred onto prices and, as a consequence, the equilibrium of the 
firms suffered. Under these conditions, no policy could have enabled 
the system to achieve nearly full utilization of productive capacity 
without passing through inflation. We issued frequent warnings on 
this count. Today, however, in a period in which the system is nearing 
full utilization of available facilities, given the existing limits on such 
utilization, the solution to the problems that are arising is mainly the 
responsibility of the monetary authorities. 

The balance of payments on current account is developing in 
such a way as to confirm that we have nearly reached that point of 
utilization. A deficit could be tolerated for a short time, to the extent 
in which it was related to an expansion of investments aimed at 
strengthening the production structure. It is our belief, however, that 
we must reject the idea that the possible formation of a deficit should 
be neutralized by further variations in the actual exchange rates 
between the lira and the Community currencies. Fiscal and monetary 
policy intervention must conform to this constraint. 

A revival of productive activity without the corresponding ef- 
fective utilization of resources in both the public and private sector is 
in danger of being only short-lived rather than the long-awaited 
beginning of a new expansionary phase. 

Therefore, it is necessary to review carefully the policies fol- 
lowed in recent years, which have been too highly directed towards 
maintaining existing employment structures. By crystallizing the 
status quo and offering a sort of public guarantee for the permanence 
of production factors in low productivity areas, such policies have 
actually worked counter to full employment. 

In view of this, we should go back to the drawing board with 
plans that have not borne their expected fruits in order to reduce the 
huge deficits that have cropped up in the transport and postal services 
sectors and in public services in general. Thus, we can avoid that 
measures aimed at restructuring the sectors do not themselves 
become, in practice, a means of financing outdated structures. 
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Within the framework of industrial policy, it will also be 
necessary to reduce the importance that has been given to inter- 
ventions, such as the act for the textile industry which, as it worked 
out, has merely meant the indiscriminate allocation of subsidized 
resources, rather than selective support of the sector’s more economi- 
cally viable businesses; Law No. 1470, in various and even recent 
reincarnations, regarding the reorganization of small-sized industries, 
which, as experience has clearly shown, has had a long and negative 
record in serving to overcome crises; or in some way GEPI (the state 
industrial management and holding company) which, in our opinion, 
can hardly be allocated continually growing resources. 

There is no escaping the fact that the tendency to keep the 
present situation alive is sanctioned by the politicians, entrepreneurs, 
and trade unions. Underlying this behaviour, legitimate motives of a 
social nature mingle with others, certainly less explicit but never- 
theless present, based on defending outright positions of privilege. 


The manoeuvring space allowed the central bank has shrunk and 
is still shrinking, as a result of the growing impact of decisions 
regarding the volume of government expenditure and its use, incen- 
tives to public and private investment and, above all, the definition of 
labour relations. We shall do the best, within our power, to make 
sure that the recovery of economic activity is not hindered by 
financial hurdles. This depends on the maintenance of a continuous 
flow of investments, and this continuity in turn, under the present 
institutional system, is highly determined by the financing of the 
industrial credit institutions. These institutions raise funds, for the 
most part, through bond placements which have to compete with 
placements by the real-estate credit institutions and state holding 
companies. The above-mentioned demand for funds must be coordi- 
nated with the government sector’s funding needs and the latter are 
not adjustable over the short run. The central bank may be compelled 
to purchase securities to the extent required to ensure the smooth 
running of the securities markets. Otherwise, a percentage of total 
financing might have to be raised through recourse to short-term 
credit. In coincidence with fewer purchases of securities by the 
central bank, there might be a corresponding increase in its financing 
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to the banks, if we wish to maintain a steady flow of credit to the 
productive sectors; in this case as well, money would be created. 
Should it become necessary to limit the overall volume of credit, the 
reduction, owing to the rigidity of the public sector’s demand, would 
mainly affect the directly productive sectors. Shouts of protest would 
again be raised; the monetary authorities would be blamed for cre- 
ating a situation that arises from a widespread incapacity in this 
country to manage our affairs in a modern, clear-sighted, innovative 
fashion. The foregoing chain of events will surely take place unless 
proposals for further government expenditure are resisted for the 
time being. 

Throughout the course of the debate on monetary policy, the 
Bank of Italy’s behaviour has been assessed in various ways, 
nonetheless there has been general consent on the efficiency of the 
central bank. These acknowledgements are received with pride by our 
personnel; if we deserve any praise at all it is only because we have 
acted independently while performing our duties. Nonetheless, 
warning should be given that along with this increased efficiency we 
have found ourselves with less scope to display it in concrete moves, 
because of contrasting steps taken elsewhere which have led to 
changes in the economic conditions. The harmonization of goals must 
precede and not trail behind monetary policy moves; it cannot take 
place without the cooperation of the trade unions: from the role of 
conflict strategists, they must shift over to the role of participants in 
the management of the economy. Nor can there be harmonization 
without the cooperation of the entrepreneurs, who are duty bound to 
make the institutional framework in which they operate more ac- 
ceptable, showing their awareness of the fact that, in a modern 
society, the contrast between ostentatious wealth and accursed poverty 
is becoming increasingly intolerable. 

The above remarks would tempt me further along a path leading 
far from monetary policy themes. Its direction is towards the great 
themes facing our society. Thus, let me conclude by using the words 
of a famous Italian, Giustino Fortunato. “No country ... is more 
backward than our own in its sense of freedom. What is our idea of a 
free man, according to our ancient creed? Not one who is equal to 
another, and like him subject to the same law, but he who is his own 
master and has, at the same time, power over others. Only he who 
can command, only he who need not obey is free and his own master. 
And this is why, not only are our people the most individualistic, but 
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also the most authoritarian in the civilized world: authoritarian to the 
very core; such is our legacy, our education, our surroundings. Either 
slaves or masters, inherently rebellious or domineering, this is our 
nature; obeying the fundamental, unquestionable right of each man 
from the early ages on to enforce his own law. This is our inheritance, 
and it still courses through our veins ... unless Italy wants, sooner or 
later, to revert to what she was ... our most compelling task is to 
educate; this, then, must be our starting point: a long, vast and 
difficult task, if to educate means to make the unaware aware, but a 
worthy and a noble one. It is not enough to assert that freedom is 
everything; however, to say, as others have said, that absolute rule is 
preferable to freedom, runs against civilization and contradicts 
history”. 
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The Repercussions of the Oil Crisis on the International Monetary 
System 


The Report on the financial year 1973 is being presented to the 
Annual Meeting of Shareholders at a time when the senior man- 
agement of central banks is perforce showing its extreme concern 
over the development of inflationary phenomena of unprecedented 
proportions. The notes issued by their banks still bear traces of the 
traditional undertaking to guarantee their convertibility into coin. 
This undertaking was an expression of the belief that convertibility 
would have protected the notes’ purchasing power from the exercise 
of discretionary powers vested in parliaments and governments. It 
was fulfilled throughout the years when those in power, on the 
national and international level, were observing rules of behaviour 
compatible with the system they had accepted and which they forced 
others to accept. In the summer of 1914 that system was shattered. 

The contrast between the social classes has become sharper and 
cannot always be interpreted in the conventional terms of class 
struggle: within their ranks, the heightening conflicts arising from 
disparity of bargaining power have been exacerbated by the ex- 
pansion of the public sector and by its division into autonomous 
component parts, which brook no limitations on their independence. 
The sum of the demands made by the social classes on the national 
product tends to exceed the dimensions of that product, inflation has 
become the means whereby the sum of demands is brought within 
those dimensions. Inflation “renders all aspirations for income distri- 
bution compatible with the real flow of resources. The more indi- 
viduals or groups succeed in protecting themselves against inflation 
reducing their purchasing power, the smaller is the area over which 
the erosion of purchasing power will occur and, all other things being 
equal, the higher will be the rate of inflation”. 
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The attainment of independence by nations formerly under co- 
lonial rule generates, among countries, income-redistribution effects 
not dissimilar to those existing within each nation as a consequence of 
conflict between individuals or groups. The relations according to 
which raw materials and manufactured goods are exchanged change, 
and higher proportions of the income of manufacturing countries 
must be transferred to the countries from which they obtain their 
supplies. 

The very awareness that there should be limits on the de- 
spoilment of the natural environment leads to an immediate lowering 
of the economy’s productivity. Greater difficulties in procuring raw 
materials and energy sources, and more respect for our natural 
environment, lead to cost increases in those sectors where, in the past, 
higher productivity compensated for waste in other sectors. 

The inflationary process associated with the aforementioned 
structural factors has been interacting in two ways with the inter- 
national monetary crisis. On the one hand, inflation has been 
heightened by the growth of, and has concurrently intensified the 
demand for, international liquidity. And, since satisfaction of that 
demand by raising the price of gold was denied, there being no 
alternative, it became necessary to meet it with additional creation of 
the only universally accepted currency: the dollar. It became im- 
possible to comply with this requirement without altering the official 
price of gold: it was necessary to sever the link with the yellow metal 
in order to achieve compatibility between the supply of and the 
demand for dollars. The multiplier mechanisms operating through the 
Euro-dollar market were accentuating the endogenous character of 
international money creation. 

On the other hand, the need to check the spread of the in- 
flationary process was inducing some countries to introduce 
exchange-rate flexibility: recourse to this expedient increased when it 
became evident that inflation rates differed in the various countries. 
The greater divergence of inflation rates was inducing surplus 
countries to protect themselves from imported inflation by allowing 
their currency to appreciate, while the deficit countries were seeking 
to restore equilibrium to their balance of payments by allowing their 
currency to depreciate. The area of uncertainty was widening, specu- 


lative propensities became more pronounced, thereby heightening the 
uncertainty. 
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The worsening of inflationary pressures, which could not be 
controlled by recourse to monetary policies compatible with the 
existing social order, was eroding the credibility of those authorities 
which the general public holds responsible for protecting the pur- 
chasing power of money. 

The debate over the principles which were to have guided the 
reform of the international monetary system had resulted in a wide 
consensus on several points: a) all countries, deficit or surplus, re- 
gardless of their economic weight, should be placed on the same 
footing as regards the acceptance of the constraint of balance-of- 
payments equilibrium; 4) stimuli should be introduced into the system 
to hasten adjustment processes based on fixed but adjustable parties; 
c) measures should be taken to prevent the financing of balance-of- 
payments disequilibria by expanding international liquidity through 
increases in the volume of reserve currencies; d) the volume of 
liquidity should be adapted to the growth of trade by creating an 
abstract currency under the control of the international community; 
e) gold should cease to be the unit of account for calculating values 
and should simply be considered as a commodity, thereby enabling 
transfers between central banks on the basis of market-related prices. 

After the announcement of the oil price increases, the inter- 
national institutions warned that the world was moving towards a 
new situation, marked by huge balance-of-payments surpluses and 
deficits, respectively, of the exporting countries and the importing 
countries. These institutions urged the importing countries not to 
seek restoration of current account equilibrium in the short run, 
which would result in competitive devaluations and quantitative trade 
restrictions. In the final analysis, the international monetary system 
would have to adapt to the need to accommodate considerable 
balance-of-payments disequilibria for several years to come. 

Pending an agreement by the monetary authorities, disequilibria 
have been financed by resorting to the Euro-dollar and Euro-currency 
markets. When the balance-of-payments deficits are financed by with- 
drawing dollars deposited in the United States to transfer them to the 
oil-exporting countries, which thereupon deposit them with Euro- 
market banks, then the lending capacity of that market is increased. If 
the central banks of the importing countries borrow back these funds 


from the Euro-market, gross global reserves expressed in dollars are 
doubled. 
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The sequence of capital movements outlined above might lead 
to the conclusion that the Euro-dollar market is capable of financing 
deficits of unlimited dimensions. It would seem to offer a larger 
margin of elasticity than that obtainable if the funds transferred by 
importers were deposited, wholly or partly, by exporters on the 
individual national markets. The latter are subject to central banks’ 
control, while the Euro-dollar market is not. But it would be quite 
wrong to deduce that there are no limits to the Euro-dollar market: in 
point of fact, beyond certain quantitative limits, the holders of funds 
might prefer to switch them to the US market and possibly invest 
them in equities, thereby creating liquidity problems for the system. 
But above all, over a period of time individual borrowers could find 
themselves up against limits imposed by the market’s assessment of 
their creditworthiness. 

If the disequilibria to be financed remain as large as those 
estimated for 1974, and if the oil-importers’ deficits are financed wholly 
through the Euro-market mechanism, in the space of three years the 
volume of Euro-deposits could reach that of the means of payment 
existing in the United States. A limited number of banks, not subject to 
controls, would be in the position of managing this volume of funds, 
whereas within the United States they are spread among several 
thousand banks operating in a highly competitive market, controlled by 
an authoritative system such as the Federal Reserve. To continue 
financing oil deficits through this mechanism would imply assigning 
international financial centres powers over the future of the economic 
policies of consumer countries. This would aggravate the situation 
towards which the weakest are heading and force them eventually to 
reduce their share of international trade through restrictions. 

Warnings have been issued by a number of sources on the 
dangers of a situation in which the dollar becomes, at one and the 
same time, the currency most in demand and the currency most freely 
available: the greater the volume of dollars held by oil-exporting 
countries, the greater the possibility of sudden conversions into other 
currencies. Huge waves of capital would again start flowing, at times 
into the dollar, at times out of the dollar, into currencies or goods 
offering a better purchasing-power assurance. The strengthening of 
the dollar is no protection against the violence of erratic capital 
movements: it would be difficult to substitute other currencies for the 
dollar as a universal instrument for international settlements, but at 
times of general uncertainty they represent an alternative hedge. 
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As the volume of liquid funds increases, they become more 
mobile. They are switched from one bank to another, from one 
market to another, from one currency to another, thus heightening 
the danger of liquidity crises and magnifying exchange-rate fluctu- 
ations. 

In consideration of these dangers, we have obliged Italian banks 
to balance the maturities of lending and borrowing operations in 
foreign currency and to balance their overall foreign exchange po- 
sition. The latter is no longer calculated on a global basis, but 
separately for the following currencies or groups of currencies: the 
United States dollar, currencies of the member countries of the 
European Economic Community, other foreign exchange account 
currencies. In addition, we have subjected the activity of money 
brokers operating in Italy to various controls, including the re- 
quirement that they notify the UIC (Italian foreign exchange office) 
of operations concluded each month among residents and between 
residents and non-residents. It has been determined from these re- 
ports that the volume of such intermediary activity is about 10 billion 
dollars a month. 

Therefore, it seems imperative that the countries concerned 
become less dependent on international free markets and programme 
deficit financing in such a manner as to restrict the international 
dollar liquidity multiplier process. But this policy requires that bi- 
lateral solutions give way to multilateral solutions. 

The rise in the price of oil marks a breakdown of the erstwhile 
accepted model of distribution of the world product. The demand for 
a larger share is expressed in behaviour of an oligopolistic, or almost 
monopolistic, nature, just as within individual countries it is based on 
the oligopolistic organisation of the markets for the factors of pro- 
duction and for goods. 

The rise has created a general problem: it affects all countries, 
but a number are affected particularly seriously, such as those that 
depend more on oil imports. This distribution of the economic impact 
of the price increase stresses the different positions of the various 
countries as a result of their diverse ability to finance deficits. The 
difficulties are spreading from the weakest to the strongest, until they 
attack the entire international community. In point of fact, the 
change in the distribution of the world product caused by the 
traumatic increase in the cost of oil is exacerbating the instability of 
prices and exchange rates. 
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The financing of the oil deficit cannot be assigned to a sole 
mechanism for the creation of international means of payment since, 
at present, no mechanism would alone be capable of performing such 
complex functions. The situation calls for a joint search for solutions 
in which consumer and producer countries participate with a view to 
providing the system with new financing possibilities. 

The creation by the International Monetary Fund of sufficient 
amounts of SDRs would allow the burden of financing disequilibria 
to be distributed among international settlement instruments other 
than the dollar: but it would encounter hostility. A special credit 
facility would not result in an increase of international liquidity in 
dollars, on condition that the financing of that facility were provided 
by oil-exporting countries. The latter appear to be inclined to make 
only a modest contribution. 

The complexity of these problems demands that gold be restored 
to its function as a means of settling payments imbalances. Last year, 
we suggested that as an alternative solution to raising the official price 
of gold “the notion of an official price could be done away with 
altogether. In this case, the central banks could exchange gold among 
themselves on the basis of an agreed price and sell and purchase the 
metal on the free market”. 

In April 1974 the finance ministers and central bank governors 
of the EEC countries studied the possibility of central banks ex- 
changing gold at a market-related price: the agreements between 
central banks would be freely reached and none of them would be 
obliged to buy or sell. Opinions differed as regards granting the 
power to purchase gold from the market, since exercising that power 
could, in the medium-term, result in an increase in the overall 
quantity of gold held by the central banks. It was objected that the 
power to operate in one direction only could, in the absence of 
agreements between central banks, cause wider price fluctuations. 
This objection was countered by the suggestion that a solution could 
be obtained through the creation of a “buffer stock”, to which central 
banks could sell gold, receiving in payment currencies advanced by 
other banks. The gold buffer stock would be gradually sold on the 
market and the currency so obtained would be restored to the lending 
banks. Management of the stock would be assigned to an inter- 
national institution. If the International Monetary Fund were as- 
signed that function, it would become the repository of gold that had 
been sold or deposited as a guarantee by the central banks; in 
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exchange, the Fund would issue SDRs and gradually place the gold 
on the market. 

The ministers and governors were of the view that the agree- 
ments reached should be implemented in the framework of co- 
operation with the United States and with the other countries con- 
cerned. The seriousness of the present problems is such that all 
countries, and Italy in particular, should seek solutions by strength- 
ening that co-operation. 

The solutions outlined above would make it possible to mobilise 
the gold at present frozen in central bank reserves. It should, 
however, be recognised that, even if the proposals were implemented, 
the disequilibria arising from the present price of oil would continue 
to generate disruptive effects on the system. Experience has proved 
that the description of the current crisis as “unmanageable” was well 
founded: this is borne out by the proposition that first the major 
oil-importing countries, and then those countries together with the 
exporting countries, would have collectively to seek solutions to 
prevent the multilateral system of international trade from disinte- 
grating. At the Washington conference called by the United States in 
February 1974, the delegations, with the exception of the West 
German and Italian finance ministers, failed to agree on collective 
commitments which would have benefitted one and all. 

Our interest converges with that of the major importers and, we 
believe, with that of the exporters, in seeking agreement on global 
solutions. A necessary condition for the continuous functioning of 
world trade is the agreed establishment of price relationships between 
oil and industrial goods that enable, in the medium term, the elimin- 
ation of balance-of-payments disequilibria and, in the short term, 
their proper financing. 

Immediately following the announcement of the measures for 
introducing the compulsory deposit on Italian imports, the US De- 
partment of State declared that the situation in which Italy had found 
it necessary to take such a step underlined the urgent need to reach 
effective international agreement in order to resolve rationally the 
serious problems created by the energy crisis. 

Present behaviour is contradictory and is becoming increasingly 
incompatible with the maintenance of a trade system based on the 
principles underlying the major international institutions: IMF, 
GATT and EEC. It is accepted that countries with a balance-of- 
payments deficit due to the increase in oil prices should refrain from 
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attempting short-term restoration of equilibrium. At the same time, 
the creation of an appropriate amount of SDRs to finance the deficits 
is rejected; there is opposition to the attempt to make an adequate 
amount of special credit available with the help of oil-exporting 
countries; any solution designed to restore mobility to gold in the 
international payments system is postponed, if not indeed rejected 
outright. Financing of the disequilibria is entrusted to the Euro-dollar 
market, in the knowledge that it will register abnormal growth and 
that further elements of uncertainty will be introduced into the 
international monetary system, thereby increasing the speculative 
movement of funds. Deficit countries are exhorted to re-establish 
global equilibrium rapidly: and yet, as soon as any of them take steps 
towards that objective, mercantilistic forces come strongly to the 
fore. 


Financing of the Balance-of-payments Deficit and Credit Policy in 
1973 


In June 1972, we strongly recommended that gold should be 
excluded from the settlement of credit and debit positions which 
arose from foreign exchange market interventions to maintain the 
respective exchange rates of EEC currencies within the narrow fluctu- 
ation margins. Our view was based on the conviction that mounting 
inflation would force up the price of gold on the free market and 
that, sooner or later, the question would arise of removing the ban on 
central bank gold sales to the market, as well as of formulating criteria 
for fixing a price for transfers between central banks. The solution 
arrived at then was to allow Italy to carry out interventions in dollars: 
our gold reserves thus remained intact, despite the considerable 
balance-of-payments deficits. 

In the light of experience, the intra-Community agreements were 
modified: settlements could be made in gold, but the price would not 
be fixed until a decision was reached on the role of gold in the 
context of monetary reform. In the outcome, settlement in gold was 
abandoned. Subsequently, the possibility of using Community 
currencies or dollars was extend to interventions within the Com- 
munity margins. 





Concluding Remarks for 1973 463 


Despite these expedients, the system was unable to withstand 
the strains originating from the divergence of economic and monetary 
policies. The proposal advanced by the Italian authorities during the 
early stages of joint floating, i.e. that it should be replaced by 
concerted floating (where EEC currencies would float together 
against non-EEC currencies without the central banks having to 
notify the market of their intervention limits), is beginning to find 
favour. 

Between June 1972 and February 1973, when the Italian auth- 
orities intervened to keep the exchange rate of the lira within the 
EEC margins, gross interventions on the foreign exchange market 
totalled 4,860 million dollars. Between February and December 
1973, they amounted to 2,710 million dollars, giving a total of 7,570 
million dollars. In the first three months of 1974, interventions 
amounted to 3,160 million dollars, as a result of the huge oil and 
non-oil balance-of-payments deficit. Thus, between June 1972 and 
March 1974, gross interventions totalled 10,730 million dollars; net 
of swap operations with Italian banks this figure drops to 8,850 
million dollars. 

Despite interventions of this size, the actual rate of the lira on a 
trade-weighted basis has depreciated by 16-17 per cent since February 
1973. Since it was allowed to float, the lira-dollar exchange rate has 
fluctuated between a minimum of 561.90 and a maximum of 672.50 
Had we taken part in the joint float we would have been obliged to 
defend exchange rates varying between a minimum of 459.55 and a 
maximum of 576.30. We feel bound to observe that the markets 
would certainly not have believed in our ability to defend rates at 
these levels and that the loss of reserves necessary to do so would 
have been considerably greater than the loss we have in fact incurred. 
The fluctuation of the lira-dollar exchange rate was narrower than 
that of the Mark and the currencies tied to the Mark. This means that 
the instability of the lira rate against non-Community currencies 
would have been more pronounced than it actually was. 

The foreign exchange necessary to cover net interventions 
totalling 8,850 million dollars was obtained by borrowing on the 
Euro-dollar market and by activating EEC short-term support fa- 
cilities. Since this support consists of loans to the Bank of Italy, the 
net foreign position of the Bank and of the UIC (Italian foreign 
exchange office) dropped by 2,160 million dollars. In this connection 
it should be recalled that the central banks of all the Community 





464 BNL Quarterly Review 


countries, including those with balance-of-payments difficulties, par- 
ticipated in this support action. This show of solidarity is evidence of 
the desire to uphold the integration process. A study of the Com- 
mission’s proposal to consolidate the short-term support system will 
be completed by September. 

In April 1974, a Mediobanca 1,200 million dollar loan was con- 
cluded on the Euro-dollar market, thus bringing total compensatory 
loans over the last two years to 10,500 million dollars. Maturities 
mainly fall in 1975 and in the period 1979-1983: interest payments up 
to 1978 amount to approximately 700 million dollars per annum. 

If an agreement on central bank gold transfers at a free-market 
related price is reached, Italy’s solvency would be guaranteed by our 
net reserves, which at April 30 amounted to 16.7 billion dollars on 
the basis of the average market price for gold during that month. 

Those who manage our economy are responsible for having 
imposed an unprecedented financial burden on the economy, and it is 
their duty to create the conditions which will allow that burden to be 
borne. 

In recent times, there has been a widespread belief in Italy that 
our need to borrow is matched by the willingness of others to lend. 
On several occasions, I have attempted to dispel that notion. In July 
1973, I stated that: “The absence of policies to protect our ability to 
meet commitments would completely destroy our credibility, with 
repercussions on both the domestic and international level. The Bank 
of Italy is directly involved in safeguarding that credibility: we could 
not remain indifferent to a serious erosion of the nation’s credibility. 
Furthermore, the EEC Monetary Committee’s report on Italy which 
was drawn up when short-term monetary support was granted, com- 
mits us to implement a stricter financial and monetary policy”. 

At the beginning of 1974, it was even more forcefully argued 
that we could continue to borrow abroad with ease: and it became 
increasingly difficult to combat the inclination to seek comfort in that 
impression. While inflation soared at an alarming rate, there was 
much argument about the supposed menace of deflation: un- 
derstandably, the general public was becoming increasingly bewil- 
dered. There was even a succession of statements to the effect that 
international financiers wished to grant loans to Italy, whereas there 
were clear signs that the attitude was a very different one. The 
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Minister of the Treasury gave frequent warnings of the dangers 
inherent in exhausting our ability to raise loans abroad. 

In a document drawn up in January, I stated: “Recourse to the 
Euro-dollar market is encountering difficulties which arise from the 
fact that many countries, including some non-deficit countries, are 
turning to that market: it is also faced with the difficulty that Italy 
lacks an economic and monetary policy which could prove her ability 
to solve the current serious problems in a manner compatible with 
continued membership in the Western community. It therefore 
follows that, without a reduction in the forecast global current 
account deficit for 1974, there is little likelihood of financing that 
portion of the deficit which should be financed abroad. The very 
international organisations which are exhorting member countries not 
to introduce quantitative restrictions make a distinction between the 
oil-induced part of balance-of-payments deficits and the part due to 
other causes. The situation therefore calls for measures that influence 
the level of domestic consumption of certain items, by recourse both 
to rationing and to price increases. But these measures would be 
ineffective unless linked to policies designed to restrict monetary 
demand, backed by action to contain the banking system’s liquidity 
and the availability of short-term credit less tied to productive in- 
vestment”. 

We reported that the Mediobanca loan was part of a programme 
which rules out further large-scale borrowing on the Euro-dollar 
market, unless the country has first embarked upon a credible policy 
for containing unproductive expenditure and thereby shown a will- 
ingness to adapt its standard of living to the new terms of trade. In 
the discussion with the trade unions, there was probably a lack of 
unanimity in stressing the limits within which social uses of national 
income would have to be contained. For a certain period of time, 
productivity increases would have had to be distributed not in the 
form of wage and salary increases, but used to limit the balance-of- 
payments deficit. It is inconceivable that we should go on asking for, 
and others go on providing, the credit necessary to finance a deficit 
which in absolute terms is nearly as large as — and in terms of income 
is much larger than — that of the United States when the dollar crisis 
was at its worst. 

Increasing difficulties in gaining access to the international 
market made it necessary to find different sources for credit. It was in 
this context that it was decided to approach the International Mon- 
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etary Fund: notice of this decision was given in a document drafted by 
the Budget Ministry for the February 6 meeting between the sec- 
retaries of the main political parties and the finance ministers, pre- 
sided over by the Prime Minister. That document stated: “The search 
for funds to finance that part of the deficit caused by the oil crisis 
should be conducted along the following lines: a) recourse to the 
International Monetary Fund; 4) utilisation of central bank swap 
facilities; c) recourse to the Eurodollar market”. The document con- 
tinued: “We can resort to the IMF’s normal credit facilities and to the 
special facilities currently being finalised. Recourse to the former 
depends on the extent to which we adopt measures designed to limit 
considerably the part of the deficit not caused by the oil crisis”. 

The terms of the credit lines were defined around mid-February: 
agreement was reached on more liberal lines than those accorded in 
similar circumstances to the United Kingdom and to France. The 
letter of intent to the IMF allowed the Italian government wide scope 
for manoeuvre. The government undertook to pursue suitable pol- 
icies to reduce substantially, during 1974, and eliminate by 1975, that 
part of the balance-of-payments deficit not ascribable to the oil price 
increases; it was left entirely to the Government to decide how to 
finance the oil-induced portion of the deficit, and how and when it 
should be eliminated. 

Asked to comment on the commitments contained in the letter 
of intent, on March 5, I observed: “Continued recourse to the fin- 
ancing sources to which we have access is being taken for granted: I, 
personally, am of the opposite opinion. Many circumstances have 
combined to diminish our credibility on the international scene: if we 
wish to restore this credibility we must adopt a coherent economic 
policy to convince the outside world that we accept the balance-of- 
payments constraint, in the awareness that only if we do so can we 
continue to be members of the Western community”. 

“I am firmly convinced that, in the present conditions, there is 
no room for policies aimed at further increases in the gross national 
product, but only for policies aimed at improving its distribution. Of 
late, there has been too much discussion about growth models: we 
forget that any growth process can be halted by the lack of funds for 
meeting international commitments. Politicians must come to realise 
that valid arguments concerning domestic issues are not necessarily 
valid at the international level: the overriding objective must be 
to convince others, at home and abroad, that the government’s 
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economic policy is intended to place limits on the balance-of- 
payments deficit so that it can be financed now and in the future”. 

“No new expenditure is required to obtain the compensatory 
effects hoped for by those who worry about the inadequate expansion 
of global demand: any increases in revenue should be used to reduce 
the deficit. I am convinced that public-sector deficit financing will 
become increasingly difficult while there is widespread flight from 
money: it would seem superfluous to recall that financing can only 
take place with credit instruments denominated in money”. 

“I feel bound to express some concern over the possibility of 
achieving a 22,400 billion lire expansion of credit. Such a large 
increase is only possible if the public is prepared to acquire 19,100 
billion lire’s worth of securities, deposits and cash. But no coercion of 
any sort could induce the public to do so: only the reasoned con- 
viction that government policy aims to limit the fall in the purchasing 
power of money could persuade most Italians to invest any increase in 
their wealth in monetary assets on the scale envisaged”. 

My observations at that time were in complete contrast to the 
belief of those who held that the deflationary effect of the balance-of- 
payments deficit arising from the deterioration of the terms of trade 
should be offset by increasing, in like amount, public expenditure 
financed by borrowing. True, the net reduction of the public’s fi- 
nancial wealth resulting from a balance-of-payments deficit on current 
account could be offset by public sector expenditure-deficit financing: 
but, as I maintained, such expenditure, besides directly stimulating 
domestic demand, re-creates the public’s net financial wealth and 
consequently also exerts an expansionary effect in this way. The 
overall growth of demand can create an even larger balance-of- 
payments deficit on current account than before. Borrowing abroad 
does not break this sequence of actions and reactions, but only allows 
the desired exchange rate to be defended: hence the need to maintain 
a suitable combination of domestic demand and public expenditure, 
so that the growth of the former due to the expansion of the latter 
does not set off a series of negative effects on the balance of pay- 
ments. 

Viewed in retrospect, the credit policy pursued in 1973 seems to 
have been expansionary, even though the goal was to contain the 
growth of monetary aggregates. The credit policy adopted made it 
possible to finance the recovery of investment which was accom- 
panied by higher levels of employment, productive capacity utilis- 
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ation and productivity. These results were reflected in an increase, in 
real terms, of gross national income of nearly 6 per cent, which is 
higher than the long-term trend and the highest rate attained by the 
Italian economy since 1968-1969. Considerable impetus was provided 
by investment demand: the increase, adjusted for the inflation 
component, was only exceeded in 1953, 1955 and 1960. Investment 
in machinery and equipment recorded the highest growth rate since 
1950. Global demand was also boosted by an increase in stockpiling, 
which was accentuated by mounting inflationary expectations. The 
contribution of exports was lower than in the past, despite the 
expansionary trend of international trade, with the result that Italy’s 
share of expanding international trade fell. 

Towards the end of the year, the economy was beginning to 
yield to cumulative strains, aggravated by the oil-crisis. Quantitative 
restrictions on oil supplies and the escalation of international prices 
led to further speculative stockpiling. Domestic inflation was being 
fuelled by increases arising from the gradual freeing of previously 
frozen prices: this decision was the only alternative to avoid supply 
bottlenecks at a time when the enterprises’ profit and loss accounts 
were increasingly affected by higher costs. Towards the end of the 
year, apprehensions about the future grew, mainly because inflation 
mounted while the balance-of-payments deficit continued to de- 
teriorate. The growth rate of income slackened; industrial production 
came to a halt at the third-quarter level; prospects of further im- 
provement in employment levels, founded on the earlier favourable 
trend of production, receeded. At the beginning of 1974, the rate of 
inflation was still rising and the balance-of-payments position was 
worsening. Some improvement in production and employment data 
foreshadowed the closing of an expansionary phase. 

Throughout 1973, the authorities were faced, and still are faced 
this year, with the huge problem of how to finance the Treasury 
deficit, while keeping the resulting money creation in line with 
economic policy objectives. In 1973, financing of the Treasury gen- 
erated monetary base creation of 7,230 billion lire; transactions with 
foreign countries accounted for 170 billion, rising to 2,370 billion if 
compensatory loans, largely frozen at the Bank of Italy, are excluded. 
In 1973, Bank of Italy and UIC financing to the banks (taking into 
account random movements at end-1972) amounted to only 280 
billion, against 930 billion in 1972. The net effect in 1973 of these 
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operations, including minor items, was an increase in the monetary 
base of 5,080 billion, as against 3,600 billion in 1972. 

In the first half of 1973, the monetary base increased by 1,320 
billion, that is, less than in the corresponding period of 1972 - 
despite the public’s heavy demand for cash due to rising prices and to 
the wage and salary increases in the early part of the year. Conse- 
quently, the flow of liquidity to the banking system dropped con- 
siderably. In the second half of the year, control of monetary base 
creation was hindered by the huge growth of Treasury requirements: 
however, the effects on the expansion of credit were cushioned by the 
measures taken in June and July which placed quantitative limits on 
the granting of bank credit. Overall, the monetary base increased by 
3,760 billion during the second half-year; the public absorbed 2,210 
billion of this, while the remaining 1,550 billion flowed to the 
banking system, thereby increasing its liquidity considerably more 
than in the preceding half-year. 

During the first six months of 1973, the balance-of-payments 
deficit generated a faster growth in bank lending than deposits. Credit 
rose by 2,700 billion lire, compared with a 760 billion increase in the 
corresponding period of 1972; deposits rose by 3,860 billion, against 
2,240 billion in 1972. At the same time, the banks’ portfolio holdings 
of negotiable bonds decreased by approximately 280 billion, while in 
the corresponding period of 1972 they had increased by 880 billion. 
This situation was accompanied by a lower propensity of the public to 
invest in bonds: in the first six months of 1973, private investors 
purchased 1,200 billion lire of bonds, while the corresponding figure 
for the preceding year was 1,510 billion. The combined effect of the 
circumstances had negative repercussions on the industrial credit 
institutions’ ability to mobilise funds to the point of raising doubts 
about their ability to continue disbursing funds. Simultaneously, the 
expansion of bank credit appeared to be influenced even more by the 
financing of speculative transactions. 

Under these circumstances, it was decided to introduce a 
measure requiring the banking system to invest in bonds an amount 
equal to 6 per cent of deposits at end-1972. There were two aims 
behind this measure: to channel a larger share of financial savings into 
productive investment, through the intermediation of industrial credit 
institutions; and, at the same time, to protect the bond market against 
the possible effects of the restrictive credit policy. Since the expansion 
capacity of overall credit is linked to monetary base creation, to 





470 BNL Quarterly Review 


respect the obligation to invest in securities would have necessarily 
resulted in a reduction of the banks’ ability to grant ordinary credit. In 
order to counter possible distortions, to the detriment of productive 
activity and of smaller-sized enterprises, it was decided to curtail the 
growth of overall loans to those sectors where speculative phenomena 
were more pronounced along with that of larger-sized loans. 

In practice, the introduction of compulsory investment in bonds, 
together with limits on loans to the various categories of borrowers, 
reconciled two major requirements: avoiding a sudden drying up of the 
flow of credit to enterprises, especially the smaller-sized ones, at a time 
when productive investment was picking up considerably; and 
gradually bringing credit expansion back within the limits imposed by 
the urgent need to combat the heightening of inflationary pressures 
and the deterioration of the balance-of-payments deficit. These con- 
siderations motivated the July proposal (implemented in September) to 
raise the official discount rates, in order to restore them their function 
as regulators of the banks’ demand for central bank refinancing. The 
official rates were raised to 6.5 per cent, while the penalty rates 
remained unaltered. In addition, it was decided to issue ordinary 
Treasury bonds bearing a deferred interest rate of 9.64 per cent per 
annum, in line with the rate then prevailing on the money market: the 
maturity of these bonds was fixed at six months. 

The margin of autonomy granted to the banks allowed them to 
increase their lending by 20 per cent in 1973, compared with 18 per 
cent in 1972 and 13 per cent in 1971. Financing by the special credit 
institutions recorded an increase of 26 per cent. 

Taking enterprises and the housing sector together, financing 
obtained from the credit system, plus finance directly acquired by 
placing securities and taking out loans abroad, totals 14,650 billion 
lire, equivalent to 18 per cent of gross national income at 1973 
current prices. Including funds transferred by the public adminis- 
tration and self-financing, this volume of credit made it possible to 
finance investment amounting to approximately 15,500 billion lire 
and increased the enterprises’ financial assets by about 7,000 billion. 
If the enterprises’ financial assets are added to those of the house- 
holds, the total comes to 21,710 billion, against 17,400 billion in 
1972. There was a shift in the composition of these assets in favour of 
liquid assets, which rose by 23 per cent, against the 10 per cent 


increase of non-liquid assets. This phenomenon is typical of periods 
of inflation. 
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The switch into real assets was curbed by the increase in bank 
interest rates, followed by the raising of rates on Bank of Italy 
advances and discount operations to 9 per cent at end-March 1974, 
with the penalty rates unchanged at 3 per cent. 

Compulsory investment in securities was subsequently extended 
by a further 3 per cent and until the first half of 1974: the Bank of 
Italy was empowered to establish the qualitative composition of the 
securities which the banks may purchase. If securities issued by the 
special credit institutions for financing investment were substituted 
with securities issued by the same institutions on behalf of the 
Treasury, it would be easier to finance Treasury requirements without 
causing an exhorbitant monetary base creation. 

In April this year, the regulations relating to bank credit were 
renewed: between end-March 1974 and end-March 1975, there will 
be a 15 per cent ceiling on the growth of lending by every bank, with 
the exception of financing provided for electricity enterprises, the 
state railways, AIMA, health authorities and businesses with indebt- 
edness below 30 million lire. Within the overall limit, a 12 per cent 
credit-expansion ceiling has been placed on each bank for loans to 
financial and commercial enterprises and private customers, 15 per 
cent for loans to local authorities and 15 per cent again for the 
remaining customers with loans outstanding over 500 million lire. No 
limit was placed on customers with indebtedness between 30 and 500 
million lire, provided that the total amount of credit provided to this 
category is within the overall limit of 15 per cent. 

The introduction of the ceiling, and limiting it to 8 per cent up 
to September 30, make it possible to carry out a thorough control on 
the expansion of bank lending, in line with the commitments under- 
taken with the International Monetary Fund. Should it become 
impossible to provide for public institution financing on the securities 
market, thereby forcing the Treasury to increase its recourse to the 
Bank of Italy, it will be increasingly unlikely that regulation of the 
monetary base could succeed in keeping credit expansion within the 
limits created by existing monetary policy objectives. This eventuality 
could lead to direct controls on the volume and utilisation of credit, 
resulting in a curtailment of the decisional power of bank executives 
and the consequent bureaucratic degeneration of the banking system. 

Furthermore, bearing in mind the delay in appointment, or 
reappointment, of senior bank executives — because of the politicians’ 
inability to reach an agreement and the growing politicisation of such 
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appointments - it is hardly surprising that our banking system finds it 
difficult to show the strength of imagination which many expect of it. 
The freedom of senior bank executives is further threatened by the 
bank workers’ unions’ insistence that they should participate in 
credit-granting decisions. To yield to these demands would conflict 
with the fulfillment of public interest objectives upheld by politicians 
and trade unions at the national level. 

Policies for containing credit expansion force the monetary 
authorities to find a way of preventing the adjustment between credit 
supply and demand from having a greater impact on certain sectors of 
production and on the smaller enterprises. Experience shows that, in 
periods of tension, credit is increasingly granted to the larger 
enterprises. The measures taken in July 1973 and April 1974 were 
dictated by the need to protect the smaller enterprises, considering 
the link between total loans and the size of the beneficiary en- 
terprises. Final figures indicate that the effect was to protect small 
loans: during the year these continued to grow at the same rate as in 
the second quarter, the fastest recorded in the past five years. Loans 
of 500 million lire and over, which had been growing fastest during 
the preceding five years, slackened considerably, so that their increase 
between March and December was the lowest recorded for five years. 
In the second half of 1973 there was a marked drop in the volume of 
loans calculated on the basis of the size of overall indebtedness. 
Selective controls on the distribution of credit by sector of economic 
activity seem to have been less effective. 

Finally, the July 1973 measures have been successful in ensuring 
a wide availability of credit for small enterprises during a phase of 
tendential restriction. There have been no signs of the rationing of 
smaller loans observed in 1969 and 1970: indeed, the concentration 
has fallen below its normal values. The banks have granted more 
loans with a higher than average risk factor and this has helped to 
push the average lending rate higher. 

It was in the light of the positive results achieved that the April 
1974 measures were introduced. They were based on the conviction 
that large enterprises have access to alternative sources of financing. 
They are not only able to attract a larger share of special credit, but 
can also obtain credit from smaller-sized enterprises by adjusting the 
terms of payment in their dealings with the latter. 

Concerted action of the Treasury and the Bank of Italy has 
conformed with the objective of broadening the range of instruments 
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available on the financial and money market, with a view to attracting 
savings, which would have been invested elsewhere, to the market for 
intermediation. One form of intervention was to facilitate investment 
in shares, despite the fact that in Italy during the 1960s they did not 
offer the investor sufficient protection against the reduced purchasing 
power of money. Another form of intervention is to issue shorter-term 
securities, or securities backed by clauses to limit the size of price 
fluctuations by periodic adjustment of yields. We have increased 
Treasury financing by recourse to three-month ordinary bonds and 
when long-term bonds were renewed we offered four-year bonds. We 
have carefully pursued a policy of intervention on the quotations of 
long-term bonds and other securities issued on behalf of the Treasury. 


The Balance-of-payments Adjustment Process and Credit Policy in 
1974 


The transfer of purchasing power to the oil-exporting countries 
following the price increase represents a drain on Italian resources 
estimated at around 3 per cent of GNP. One can attempt a different 
approach by taking into account the income multiplier variations 
arising from changes in marginal propensity to import: assuming that 
the oil price increase is transferred wholly to the domestic market, the 
effect would be a reduction of approximately 5 per cent of national 
income in 1974. This latter method which measures the deflationary 
effect of the oil price increase is adopted in support of a need for 
compensatory measures designed to prevent a contraction of income. 
This point of view assumes that the transfer of income to oil-exporting 
countries is not matched, wholly or partially, by a reflux in the form of 
an increase in their imports from, or productive investment in, the 
industrialised countries: it also implies that it would be possible to 
obtain foreign loans in sufficient amount to finance the balance-of- 
payments deficit resulting from the absence of a reflux. 

The government’s action in formulating investment programmes 
to counter the country’s diminished purchasing power caused by the 
higher cost of oil products conforms with the recommendations of 
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international institutions, which have expressed concern over the 
deflationary effects of policies aimed at immediate restoration of 
balance-of-payments equilibrium. 

We have already stated, and wish to repeat now, that such a 
policy is not appropriate for Italy’s economic conditions. In Italy’s 
case, the wage increases stemming from the national labour contracts 
and collective bargaining and the spreading of price increases through 
the escalator clauses exert much of the compensatory effect that the 
investment programmes would be expected to perform. The increase 
in public expenditure attributable to transfers continues to act in the 
same direction. 

During 1973, imports rose by 13 per cent in volume and by 44 
per cent in value; exports increased by 4 per cent in volume and 20 
per cent in value. The larger increase in import values as opposed to 
export values may have stemmed partly from over-invoicing of the 
former and under-invoicing of the latter. During the first half of the 
year, random factors helped to expand imports and reduce exports: 
but even when their effects faded out, the divergence between the 
growth of imports and that of exports confirmed that domestic 
demand was rising faster than domestic supply. The ratio of import 
growth to GNP growth was higher than in the past, thus offering 
further evidence of the tensions to which the Italian economy was 
subject. 

The tendency to pay for imports in advance and to defer 
collection of payments for exports helped to aggravate the balance-of- 
payments deficit. The administrative measures limiting the terms of 
payment along with the compulsory deposit of 50 per cent of 
amounts invested in foreign securities, heralded a return to the 
foreign exchange control policy from which the country had been 
freed in the years of economic reconstruction. 

In the first quarter of 1974, more than half the trade deficit was 
attributable to factors other than the higher cost of oil products. Since 
there is nothing to indicate that the volume and composition of 
domestic demand and supply are automatically adjusted to the 
changed terms of trade, appropriate policies are necessary to curtail 
domestic demand by reducing public expenditure or by considerably 
increasing taxation, or by a combination of the two. Since we were 
convinced of this fact we insisted that the “substitutive investment” 
programmes be kept within much narrower limits than those based 
on the expected demand vacuum due to the higher cost of oil 
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products. Instead, expenditure programmes were formulated to de- 
velop special projects costing thousands of billions of lire, and the 
trade unions urged their implementation. 

The size of the balance-of-payments deficit, and its increase, 
provide confirmation that the financing of mounting public sector 
deficits with monetary instruments, together with the public and 
private sector wage and salary increases granted under pressure of 
sectorial claims, have not only compensated for the deflationary effect 
of higher prices for oil products but also have superimposed an 
autonomous inflationary effect. Subsequent events do not appear to 
confirm the fears of those who believed that the restrictive effects of 
oil price increases and their transfer onto domestic prices should not 
be aggravated by those of deliberate limitation of demand by the 
government. In the event, the fiscal measures intended to reduce 
consumption of certain goods with a high import content have not 
led to the expected containment of demand: some measures were not 
implemented, and those that were proved relatively ineffective. Fur- 
thermore, the wage and salary increases in the motor-vehicle industry 
have dealt a severe blow to the structure of money incomes. 

The need to rid ourselves of excess domestic demand emphasizes 
the urgent need for an incomes policy: without it, credit restrictions 
and the consequent concentration of the adjustment process on 
investment are inevitable. In the conclusion of last year’s Report, we 
stated that the trend of the balance of payments on current account 
indicated that a state of full utilisation of productive capacity was 
approaching, taking into account the limits placed on such utilisation. 
On that occasion we stated: “Conditions are looming that will make it 
necessary to use demand-regulating instruments in order to curb 
pressures on real resources: there will appear a clear-cut need for 
corrective intervention through increased taxation. If interventions to 
regulate demand are carried out through monetary policy measures, 
they are bound to run up against the tightening of constraints due to 
the expansion of the volume of long-term securities created for 
financing the public sector’s needs”. 

To survive, our economy must move towards balance-of- 
payments equilibrium without making a distinction between oil deficit 
and non-oil deficit. We must programme the volume of external 
indebtedness within the limits of our ability to obtain credit from 
either public or private sources: these limits depend on how capable we 
show ourselves to be of restoring equilibrium to foreign accounts 
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and of combatting the various inflationary pressures operating within 
our economy. Once our creditworthiness is eroded, we will be unable 
to avoid reducing imports, including imports of raw materials: there 
would thus be a more drastic fall in the level of economic activity 
than that deriving from timely financial and monetary policies to 
restrict domestic demand. 

The oil crisis makes it necessary to adapt the structure of our 
economy immediately to the changed terms of trade between raw 
materials and manufactured goods. First, two conditions must be 
fulfilled: the mobility of the factors of production, so that they may 
be channelled towards the sectors more directly associated with 
exports; and a rate of inflation no higher than that existing in 
competitor countries. The hardening of labour relations together with 
the uncontrolled growth of money incomes have the opposite effect. 

During the years in which our economy was expanding, pro- 
ductivity increases in certain directly productive sectors offset the 
wastage of resources in sectors where they were being used ir- 
rationally. Recently, however, the area of high productivity has been 
eroded by an increase in the inherent parasitism of public expen- 
diture, in bureaucratic paralysis and in the civil service. 

The adjustment which must be made in our economy in order to 
restore balance-of-payments equilibrium must force the government, 
local authorities and trade unions to accept that the priorities given to 
individual aims be redefined. A refusal to revise programmes in the 
light of the balance-of-payments situation will mean that it will take 
even longer to reform the system and that the process will be all the 
more severe and painful. 

The government should concentrate upon stating the ultimate 
objectives and creating the general conditions for their achievement. 
Within that context, public and private enterprises should be free to 
respond to market pointers; managements should be judged according 
to the economic results achieved. If, instead, orders encroaching upon 
the area under the direct responsibility of business executives con- 
tinue to be issued — as increasingly occurs — then the economy’s loss 
of efficiency will become irreversible and, at the same time, ties with 
the international market will be severed. It would be necessary to be 
resolute in redistributing investment, with the accent on the directly 
productive sectors. The incentivation policy should be re-oriented to 
aid industries producing goods for export or goods to substitute 
imports. The efficiency of our economy depends on the ability to 
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extend the area of consensus to a system based on the enterprises’ 
autonomy. 

In recent years, we have been witnessing an increasingly pro- 
nounced decentralisation process in which new industrial projects are 
set up beyond the major industrial concentration areas of central 
Europe. In this process Italy has been largely by-passed: few projects 
have been located in the regions where incentivation was intended to 
accelerate the industrialisation process. One should ask oneself 
whether or not this state of affairs depends on the fact that in- 
centivation, and the way in which it has been managed, creates an 
environment little suited to offer the conditions in which a modernly 
run industrial enterprise is able to prosper. With the increasing 
attraction of locating new projects in countries that produce raw 
materials, it becomes all the more urgent to create the right con- 
ditions for autonomous entrepreneurial development in areas where 
we wish to stimulate industrialisation processes that strengthen our 
economic ties with the rest of Europe. 

The unsatisfactory trend of exports throughout 1973 is attribu- 
table to two principal causes: the sharp growth of domestic demand 
and the consequent tendency in many productive sectors to give 
priority to the home market over the foreign market; and the inad- 
equacy of supply due to the succession of strikes during the year, 
which increased the Italian industry’s difficulties in meeting delivery 
dates. Besides cyclical factors, our export trade was adversely affected 
by other factors that reflect a longer-term trend: the secondary 
chemical and precision engineering industries, as well as the advanced 
technology sectors, are suffering from inadequate development in the 
area of scientific and technological research. Meanwhile, the textile, 
clothing and footwear industries are loosing ground to countries 
where economic development is more recent and which have an 
advantage over Italy as regards labour costs. The present outlook for 
exports is clouded by declining international demand and by higher 
cost and price increases than our competitors. 

If we are to maintain our position on the international market, 
we must bring the relationship between wage increases and pro- 
ductivity growth into line with that existing in the industrialised 
countries with which we have to compete. Legislation and agree- 
ments have made wages more independent on productivity: reduction 
of working hours, bans on overtime and double shifts have improved 
the quality of life within the factory, but they have reduced the 
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possibility of compensating wage increases by higher productivity. 
The problem at present is not one of the quality of life in the factory, 
but of keeping the factory alive. 

Extending principles, such as guaranteeing wages in the event of a 
temporary halt in work, would lead to the closure not only of the 
individual enterprise, but of a whole series of enterprises, when our 
lack of competitivity renders it impossible to obtain supplies of raw 
materials. Wage equalisations through a more sensitive escalator 
mechanism introduce a further hurdle to the adjustment process in an 
economy subject to explosive inflationary pressures. The linking of 
pensions to wage increases further divorces earnings from production: 
if pension increases are financed by the enterprises’ social security 
contributions, costs increase; if they are financed by the state, without 
recourse to higher taxation, the budget deficit worsens and inflationary 
pressures are intensified. 

The legislation relating to social security (Presidential Decree 
No. 488, April 27, 1968; Law No. 153, April 30, 1969; Law No. 485, 
August 11, 1972; Law No. 114, April 16, 1974 and other measures) 
and the complaisance in granting disability pensions have resulted in 
increased transfers of income without there being accordingly a rise in 
taxation. Law No. 336 of May 24, 1970 and Law No. 824 of October 
9, 1971 have promoted the early retirement of war veterans and 
similar categories employed by the state and public bodies; Presi- 
dential Decree No. 748 of June 30, 1972 has facilitated the voluntary 
early retirement of senior civil servants. And so the ranks of the 
nation’s unemployed continue to swell. 

Disparities between wages and salaries in the public and the 
private sectors, and within the various branches of each, are now 
greater than in other developed countries. The high earnings won by 
groups to which politicians are more inclined to yield encourage the 
lower paid groups to press for similar increases, thereby sparking off a 
damaging wage scramble, which is also fuelled by the mounting 
rancour of the unprotected groups. 

Uncertainty regarding the framework within which one can 
operate, owing to innovatory legislation and the conflicting interpret- 
ations of existing legislation, is inhibiting any form of planning at all 
levels, which in the final analysis denies the rational utilisation of the 
nation’s human resources. 

A balance-of-payments adjustment process can be embarked 
upon when the behaviour of individuals and groups is consistent. If, 
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in conditions of full or near-full employment, people demand more 
services from the government, the regional and local authorities and 
the autonomous government agencies while refusing to bear the cost 
by paying higher taxes, then they are asking the economy to provide 
more resources than it can offer. The shortfall in resources is met 
from abroad, by importing more goods and services than are ex- 
ported. This behaviour can be likened to that of a country which, 
instead of taxing its own citizens, thinks it can tax the citizens of 
neighbouring countries. People who have some sense of responsibility 
cannot continue to conceal their incomes in Italy and abroad and, at 
the same time, expect the state to provide protection, education, 
public services and all the credit necessary to finance the enterprises 
from which they draw their incomes. It would be impossible to 
achieve the adjustment that our economy must undergo unless the 
ruling classes win consensus by their behaviour. 

In 1963 and 1969 Italy experienced balance-of-payments crises; 
in both instances, the use of credit policy instruments made it possible 
to overcome the crises without resorting to restrictions on imports; 
there followed a slowdown in productive activity, but our economy’s 
capacity for recovery did not suffer. During the interval between the 
two crises, the growth rate of income remained high, even though its 
distribution was unsatisfactory. The balance of payments on current 
account registered a surplus, which resulted only partly in an increase 
in foreign currency reserves. The price level was as stable as in those 
countries least willing to accept inflation. During those years, some 
countries revalued their currencies while others devalued; there were 
balance-of-payments crises, imports quotas, restrictions, the creation 
of compulsory deposits and additional tariffs on imports. But this 
succession of events did not stop trade from acquiring greater impetus 
within a system of interdependent economies. 

One should ask oneself whether the same monetary policy 
instruments can be used today to achieve the same results. Two 
elements distinguish today’s crisis from the preceding ones: 


a) in 1963 the balance-of-payments deficit originated from 
the balance on current account and represented 1.4 per cent of 
national income; in 1969 its origins lay in capital outflows that were 
huge in relation to the current account surplus. This year the 
expected deficit, including the oil deficit, represents about 6 per cent 
of income: this ratio is without precedent in any industrialised 
country; 
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b) in 1969 the households’ financial saving amounted to 
6,300 billion lire and the portion of this flow used by the public 
administration and the autonomous government agencies stood at 
1,850 billion, that is 29 per cent; in 1973 the households’ saving was 
13,250 billion lire, while the public sector used 8,260 billion, or 62 
per cent. 


In Italy, the ratio of the volume of financial assets to income has 
become greater than in most industrialised countries. Consequently, 
the effects of monetary policy are wider-reaching and the policy- 
makers have greater responsibilities. Since the public administration 
uses a larger percentage of savings in Italy than in other industrialised 
countries, defending the portion allocated to production involves a 
harder struggle during credit squeezes. Over the last five years, the 
increased services supplied by the public administration have not 
been matched by a rise in taxation: consequently, savings were tapped 
to a greater extent. Higher taxation would have been partially offset 
by reduced formation of savings; this, in turn, would have led to a 
smaller accumulation of financial assets in the form of bonds, de- 
posits, bank-notes. There would be less danger of people converting 
their financial assets into cash, thus compromising the effectiveness of 
policies for curbing demand. 

Years ago, the law and its statutes forbade the Bank of Italy to 
finance the public sector or placed rigid limits on the extent of that 
financing. Heroic behaviour was not required of the Governor of the 
Bank: he was only expected to be a diligent administrator, checking 
that the relative proportions between the various balance-sheet items, 
as set by the law, were observed. Heroic behaviour is not required of 
him today either, but he is expected to reconcile objectives belonging 
to a vaster framework: growth of income, full employment, price 
stability, balance-of-payments equilibrium. When these objectives can 
no longer be reconciled, choices must be made. On the occasion of 
the previous Meeting of Shareholders, we stated that: “Should it 
become necessary to limit the overall volume of credit, the reduction, 
owing to the rigidity of the public sector’s demand, would mainly 
affect the directly productive sectors”. 

1928 saw the abolition, under the Issuing Institutes Act, of the 
ceilings on Bank of Italy investments in government or government 
guaranteed securities. We asked ourselves then, and continue to do 
so, whether the Bank of Italy could have refused, or could still refuse, 
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to finance the public sector’s deficit by abstaining from exercising the 
faculty, granted by law, to purchase government securities. Refusal 
would make it impossible for the government to pay the salaries of 
the armed forces, of the judiciary and of civil servants, and the 
pensions of most citizens. It would give the appearance of being a 
monetary policy act; in substance it would be a seditious act, which 
would be followed by a paralysis of the public administration. One 
must ensure that the public administration continues to function, 
even if the economy grinds to a halt. Moreover, the consequences of 
administrative chaos would be more serious. We cannot halt the drop 
in economic activity with only monetary policy instruments; we can 
use them to cushion that fall. 

The banks and the special credit institutions are worrying about 
the pressure to which they are subjected by borrowers. The institutes 
and the bodies which raise funds by issuing bonds are faced with 
increasing difficulties and request permission to resort to new forms 
of fund-raising. Indexed issues covering all securities would tend to 
lower the prices of those in circulation; indexing is effective if limited 
to certain sectors of the financial market and if it remains optional for 
the parties involved. Industrial, real-estate and agricultural credit 
institutions and their central institutes are calling for help from the 
Bank of Italy. We have been, and will continue to be, deaf to their 
cries. In our economy, priority must be given to respecting the 
constraint of balance-of-payments equilibrium. The means for 
achieving this are well known; there are no miraculous cures: it is 
necessary to reduce the creation of funds destined to finance the 
public sector. 

The links between Treasury deficit, balance-of-payments deficit 
and price level are not incomprehensible as we propose to show. 

During the year from March 31, 1973 to March 31, 1974, the 
Treasury deficit led to monetary base creation of 7,780 billion lire. 
During the same period, the draining of monetary base owing to the 
balance of payments on current account can be estimated at around 
2,500 billion; if one includes capital movements, the reduction caused 
by the balance of payments rises to about 3,500 billion. Bank of Italy 
operations pumped liquid assets for 990 billion into the system, 
mainly in the form of advances to the savings banks’ central institute, 
as a result of the savings banks’ withdrawals from their deposits with 
the Bank of Italy under the pressure of the demand for credit. The 
monetary base thus created, including the amount accounted for by 
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Post Office deposits, was overall 5,150 billion; 3,470 billion was used 
by the public, of which 1,600 billion in the form of currency in 
circulation. The difference found its way to the banks and, along with 
a reduction in excess reserves, made it possible to satisfy the com- 
pulsory reserve quota. 

The monetary movements described are the practical result of 
the Treasury’s requesting a larger quantity of resources from the 
economy than the latter proved capable of supplying. The difference 
was supplied from abroad. Assuming that the contribution of re- 
sources from abroad had not been sufficient, and given the Treasury’s 
requirements and the method of financing them, the excess of 
demand over supply —- which was financed by the increased credit 
resulting from monetary base creation — would have caused a far 
greater rise in prices than that which occurred. Foreign accounts 
would have been kept in equilibrium through an exchange-rate 
change. The excess of demand over supply would have been elim- 
inated by a higher degree of inflation. 

Had we wished to restore equilibrium to foreign accounts 
without undergoing greater inflation, the Treasury deficit would have 
had to be financed by increased securities issues placed with the 
public and/or the banking system to about halve recourse to the Bank 
of Italy. The volume of credit which flowed to the enterprises 
through the banking system would have been several thousand billion 
lower than it in fact was. In this case, the equilibrium between 
demand and supply would have been restored by tightening demand 
on the investment side. 

Balance-of-payments equilibrium could have been achieved by 
increasing taxation on the households’ available income. In this case, 
the restriction would have been centered on private consumption and 
could have spread from there to investment. It would not have been 
necessary to reduce credit to the enterprises to leave room for credit 
to the Treasury. To achieve these results, the increase in taxation, 
during the period under consideration, would have had to be in the 
region of 4,500 billion lire. If, having expanded exports to the 
maximum allowed by the trend of foreign demand, balance-of- 
payments equilibrium had been obtained by limiting imports, dom- 
estic demand in real terms would have had to remain the same as in 
1972, national income would have increased by 2 per cent. 

The above considerations prove that the process of adjusting our 
balance of payments is not an impossible one, but it is certainly a 
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painful one when it must be carried out through an overall limitation 
of demand. It is all the more painful, the more disequilibrium is the 
result of a deterioration in the terms of trade; but this does not mean 
that the adjustment should not be carried out. 

Since the necessary reduction in real income is smaller, the 
greater the possibility of reducing the propensity to import with 
selective provisions, it appears that the rational basis of the recent 
provisions has been proved. 

The introduction of a 50 per cent compulsory deposit on imports 
of certain goods accentuates the reducing effect of the balance-of- 
payments deficit on the monetary base. While a restrictive credit 
policy is in act, this effect is not offset; therefore it affects demand. 

With a reduced supply of foreign goods, there should be a 
correspondingly slacker demand as a result of the credit squeeze. The 
compulsory deposit of 50 per cent of the value of imports, which 
practically results in the importers having to underwrite a public loan, 
reduces the dangers of excessive monetary base creation. If the imports 
are made, the deposit increases the Bank of Italy’s power to control the 
overall volume of credit. If the imports are not carried through, the 
need for that control is lessened by the fact that the credit squeeze in 
act has alone helped to reduce the balance-of-payments deficit. If the 
balance-of-payments deficit falls as a result of credit granted by foreign 
exporters to Italian importers, the advantage obtained is short-lived; 
with this in mind, we introduced measures prohibiting the banks from 
granting guarantees to firms exporting to Italy. 

Our balance-of-payments crisis is the most serious aspect of a 
wider crisis which was set off by the increase in the price of oil. We 
must not cease to collaborate in all the international organisations in 
order to obtain price relationships between oil and industrial 
products which make it possible to eliminate the balance-of-payments 
disequilibrium, while ensuring that it is financed during the period 
necessary for making the adjustment. During the adjustment period 
one could experiment with setting up an international agency to buy 
collective supplies of oil; collective guarantees for loans to be taken 
out during that period might make it easier to run such a scheme. 
Meanwhile, until some solutions are produced, demand-management 
policies using monetary instruments are becoming widespread and are 
at the root of recessionary impulses. The introduction of import 
quotas for oil products and their extension to non-oil products could 
become inevitable. 
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At the beginning of the year, the deficit of the government 
sector was estimated at 9,200 billion lire for 1974. This deficit was 
linked to a balance-of-payments deficit near the 5,500 billion mark; 
but a deficit of this size is unbearable. The European Economic 
Community recommends that we rapidly reduce it and gives a ceiling 
of 2,000 billion lire for 1975. In order to achieve this objective, the 
EEC recommends that we limit overall financing to the economy to a 
considerably smaller figure than the 22,400 billion stated in the letter 
of intent which the Italian government sent to the International 
Monetary Fund. To this effect, the EEC urges the reduction of the 
Treasury deficit and of its financing through the creation of monetary 
base and a sharp cut in the deficits of the local authorities, social 
security institutions and autonomous agencies; taxation must increase 
and the tariffs for public services must be raised when they operate at 
a loss. 

We are encouraged to accept the suggestions of the EEC by the 
urgent need to keep the balance-of-payments deficit within limits 
which allow it to be financed by using credit lines, so far untouched, 
with the International Monetary Fund and the central banks, as well 
as possible long- and medium-term loans on the international market 
to be used to repay short-term loans. 

The EEC Council and Commission have accepted the reasons 
given by the Minister of the Treasury which point out that the 
compulsory deposit of 50 per cent of the value of imports was an 
absolute necessity. But they insist that these provisions be rapidly 
substituted by others, aimed at regulating overall demand. The need 
to make this substitution is undeniable; however, both we and our 
European associates must be well aware of the consequences. To take 
even gradual steps, in 1974, towards limiting the balance-of-payments 
deficit to 2,000 billion in 1975, forces us to take immediate steps to 
curb demand. The present, and possible future, economic situation on 
the international markets leads one to believe that the adjustment 
must be made more by slowing down imports than by increasing 
exports. After all, we cannot move towards payments equilibrium at a 
time when the international economic situation is characterised by a 
fall in activity without domestic demand also falling. 

In order to pursue, during the present economic deficit to 3,000 
billion a year, it would be necessary, according to our calculations, 
to reduce domestic demand in real terms by between 4 and 5 per cent 
compared to the 1973 level. The balance-of-payments developments 
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of the first half of the year would indicate that a greater reduction in 
overall demand is required. However, since the initial effect of the 
reduction would itself create the right conditions for a further re- 
duction and thus allow the adjustment to be made, it seems sufficient 
to limit the reduction to the extent mentioned. Were we to attempt 
to bring about this reduction through additional taxation and were 
the amount of this taxation limited to 2,000 billion, it would be 
necessary to integrate the effects of such action by resorting to a 
credit squeeze. The increase in bank loans should be about a quarter 
lower than originally estimated; the impact would be distributed 
between investments and consumption. 

Were it suggested, instead, that we aim at limiting the balance- 
of-payments deficit within the above-mentioned figure and reduce the 
negative impact on investments, taxation would have to amount to 
3,700 billion. 

In both cases, the gross national product in real terms would be 
one or two percentage points below that of 1973. 


In the past, in these same rooms, we stated that it is not the duty 
of the Bank of Italy to say in which ways taxes ought to be increased. 
But it is one of the Bank’s tasks to make it known that, should one 
wish, as stated, to reduce the balance-of-payments deficit by fiscal 
instruments, there is no avoiding an increase in personal income tax 
which would also apply to those in the main income brackets. Over 
the short run, a hefty rise in revenue from taxation is obtained only if 
the higher taxation also affects these incomes. It is not enough to 
increase value-added tax on luxury goods; the increase should vary 
according to the goods and cover the whole range of consumer goods, 
with the resulting price rises being temporarily left aside when 
calculating the increment of the escalator clause. To believe, and to 
make others believe, that it is enough to increase the taxation on the 
highest income brackets is equivalent to deceiving oneself and others. 
Nor can we accept the argument that the taxation manoeuvre would 
be hampered by the present transition to a more modern tax system. 
What is done in other countries can be done in ours. 

One does not defend the external solvency of Italy by pandering 
to the opinion of the majority. Defence of solvency, on which the 
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continuity of the productive process depends, forces one to resort to 
monetary instruments, despite being aware of their negative effects on 
the system’s capacity to produce income. If the Treasury deficit 
remains unchanged there must be a move towards new methods of 
financing it, which entail less monetary base creation. Firm in this 
belief, the Treasury has decided to offer the banks and the Bank of 
Italy (which will also place them with the banks) ordinary bills at the 
deferred rate of 15.32 per cent. Depending on the degree of success 
of the attempt to finance the Treasury deficit with non-monetary 
means, the smaller flow of monetary base to the banking system will 
limit the amount by which credit can expand. The quantitative limits 
on the expansion of credit to the public authorities are aimed at 
defending the percentage allocated to the enterprises; but these limits 
will be ineffective unless something is done quickly to reduce their 
deficits. The adjustment of public service tariffs is one of the 
necessary conditions. 

Despite attempts to lessen the impact on the enterprises, the 
credit squeeze aggravates their situation and, in some cases, leads 
them into financial difficulties. It causes the public authorities to 
carry out rescue operations and this helps to expand the sector, which 
gains access to credit with an arrogance based on the guarantee 
inherent in the right to coin money. The introduction of subsidised 
prices would add new difficulties to those mentioned: transferring to 
the government the losses resulting from such prices would face us 
again with the dilemma: to finance the larger deficit by increasing 
monetary base and thus put up with the effect on prices and on the 
balance of payments; to finance it with bank loans and thus have less 
available for the enterprises. On the other hand, while prices are 
rapidly increasing, the adjustment of subsidised prices is made 
through a contraction in supply in real terms followed by sudden 
price rises. This is not a time to use expedients, but a time for serious 
decisions in the area of wages and taxation. Recourse to monetary 
instruments to defend the country’s solvency answers a dire necessity; 
to have to carry out such a manoeuvre is an ungrateful task; the Bank 
of Italy is doing so resolutely. 
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During 1974, the margin of uncertainty in the international and 
domestic economy widened and the likelihood of misjudged 
economic and monetary policy decisions increased; consequently, not 
only was the relevance of these policies constantly reassessed, but 
they had frequently to be modified in the light of changed conditions. 
Consultations between the Treasury and the Bank of Italy have 
become more intensive and within the Bank itself the staff of the 
various departments have taken part in a continuous study of current 
problems from all angles; finally, the head office and the branches of 
the Bank have been collaborating more closely. Today’s meeting 
offers us the opportunity to describe the decisions we have taken and 
explain the motives behind them, thus enabling the public to make a 
critical assessment of the authorities’ behaviour. 

In last year’s Concluding Remarks, I stated that current and 
foreseeable conditions on the international markets suggested that a 
reduction of the country’s balance-of-payments deficit would be 
achieved through a slowdown in imports, rather than a speeding up 
of exports. While world economic activity was on the decline, we 
could not have moved towards equilibrium unless domestic demand 
followed a similar pattern: real gross national product would have 
been lower this year than in 1974 and possibly even than in 1973. 

In a succession of public statements, I reiterated my belief that 
the economies of the industrial countries would be severely hit by a 
recession, and that this recession would probably worsen without 


timely measures to support demand, co-ordinated within international 
organizations. 


The International Monetary Situation 


Since last year’s meeting of shareholders, little progress has been 
made in the field of international co-operation. One of the reasons for 
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this has been the pursuit of economic policies all simultaneously 
aimed at a rapid elimination of oil-related balance-of-payments defi- 
cits; these policies were pursued despite warnings by international 
organizations that the result would be to aggravate the recession. 

The sudden change-over from traditional current account 
surplus to large deficit produced the inevitable reaction in busi- 
nessmen and the authorities in the group of industrial countries. 
Those countries which, despite everything, ended the year with a 
current account surplus or only a small deficit owe this not only to 
the fact that they started off in a better position than others but also 
to the authorities’ determined action to counter the prospective 
worsening of their external payments position. Among the major 
industrial countries, West Germany doubled its surplus; among those 
that have set themselves the target of eliminating their oil deficit 
within a year or two may be counted about half the main industrial 
nations. 

In fact, a number of countries ignored the unavoidable con- 
clusion reached immediately following the rise in oil prices: that, 
since the oil-exporting countries’ capacity to import, despite a rapid 
expansion, was not and for some years yet will not be sufficient to 
absorb the oil surplus, if an implosion of economic activity was to be 
avoided then the oil-importing industrial countries would only be 
able to restore current account equilibrium over the medium run. 

This cautious attitude was partly dictated by the difficulties 
experienced in financing the deficits from the very start. The quad- 
rupling of oil prices has blasted open a vacuum in international 
payments into which massive flows of funds are poured. A year after 
the price increase, the oil-exporting countries had more than tripled 
their foreign currency reserves, which at end-1974 amounted to 
nearly a third of the world total. What was needed was far-sighted 
plans to enable the international monetary system to cope smoothly 
with the financing of the oil deficits. The first requirement was and is 
co-ordination of the parts played by the market and by the auth- 
orities, and a shift to long-term financing. 

The need for such plans arose at a time when international 
economic co-operation was beset by many problems. It is within the 
framework of such co-operation that a clamp down should be placed 
on the excessive power, influence and pressures exercised at the 
international level by oligopolistic structures. 
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The well-meaning pronouncement that countries in a strong 
creditor position and those in a marked debtor position should share 
the burden of making symmetrical adjustments has not yet been 
translated into practice. With countries frequently pursuing con- 
flicting targets, the outcome was official inaction. Most of the fi- 
nancing burden was borne by the market and its institutions, which 
had to accomplish this task amid growing tension, affecting both 
themselves and their debtors. The fact that countries in payments 
difficulties were cbliged to concentrate their deficit financing on the 
markets only added to these tensions and helped to arouse fears of 
insolvencies. These fears in turn tended to transform the vacuum in 
the system into national vacuums that the weaker economies were 
unable to fill. In such a climate, there was little room for a calm 
consideration of the problems that would give due weight, on a 
national level, to the use individual countries intended to make of the 
funds lent them and, in a broader context, of the longer-term conse- 
quences of a situation in which the relative prices of industrial 
products and oil were frozen at the same level as at the start of 
1974. 

The conflict of views over the problems raised by the higher oil 
prices and over possible solutions came into particular prominence 
during the debate within the International Monetary Fund con- 
cerning the renewal of the oil facility, financed primarily by the 
oil-exporting countries. Some industrial countries, in particular the 
United States, rejecting the idea that the balance-of-payments ad- 
justment process should include a distinction, over the short run, 
between the oil and non-oil deficits, opposed the renewal of the 
facility and succeeded in having strict limits introduced. This attitude 
in all probability stemmed from the conviction that the best course 
would be to refuse to adapt the international monetary system to 
absorb the impact of the payments disequilibria produced by the rise 
in oil prices so that the exporting countries would be obliged sooner 
or later to lower the prices. 

Whereas on the one hand it was hoped to bring about a 
reduction in the price of oil, on the other an agreement on a 
minimum import price was proposed in order to encourage the 
development of alternative energy sources. However, the suggestion 
brought objections from those who believed that a minimum import 
price would prevent market forces from restoring relative prices to 
levels consistent with balance-of-payments equilibrium. At the same 
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time, it was agreed that the oil consuming countries should devise a 
plan for mutual support to ensure that the weakest among them 
would survive the adjustment phase. This was the approach adopted 
in the agreement reached within the OECD, but the original plan was 
radically transformed during the subsequent debates so that what 
emerged resembled a pact of mutual mistrust rather than one of 
mutual support. 

The agreement is based on contributions of funds so conceived 
as to exclude the oil-exporting countries; the United States’ contri- 
butions would result in the creation of additional dollars and would 
consequently help to weaken that currency on the foreign exchange 
market; West Germany would provide a guarantee for loans raised on 
the Euro-dollar market, even though her central bank already holds 
22 billion’s worth of dollars. Clearly, the notion that the OECD fund 
should strengthen the front of the industrial countries against the 
oil-exporting countries raises doubts about the effectiveness of any 
measures aimed at persuading the latter to lower the oil price; it also 
keeps the liquid funds flowing into these countries free from con- 
straints and feeds uncertainty on the foreign exchange market. 

At the various debates on the problems of the international 
monetary system and its adaptation to the rapid chain of events, the 
European Economic Community’s contribution has not always been 
consistent with the aim of fostering balanced economic development 
in member countries. It was some time before the Community bodies 
were convinced that policies which aim at balance-of-payments equi- 
librium over the short run, without differentiating between the oil 
deficit and the non-oil deficit, lead to a recession. Commission mem- 
bers have taken it upon themselves to announce huge Community 
loans to finance the deficits of the countries in worst difficulties and 
to some extent have thereby helped to weaken the credit standing of 
the potential borrowers. 

Discussion on the Community loan to be placed both with the 
oil exporters and on the Euro-dollar market ended in February this 
year. The original amounts were cut, and access for potential 
borrowers was made subject to a number of conditions. The Com- 
munity was to arrange the loans on the international market after one 
or more members had filed a request, and only for the amounts 
required. The intention was to finance the deficits of the individual 
countries rather than that of the Community as whole vis-a-vis the 
rest of the world. The principle of solidarity, which was to have 
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inspired the loans, seems to be giving way to that of leadership by the 
dominant economies. 

While the general increase in prices has swollen the value of 
world trade and the rise in oil prices has inflated the deficits to be 
financed, there has been an insufficient increase in liquidity, whether 
or not subject to conditions, through official channels. Moreover, it 
has not been distributed rationally, but has been concentrated in the 
countries least in need. 

Most countries have agreed that gold should be demoted to the 
status of an ordinary commodity, and the official price abolished. The 
United States and the developing countries have opposed the mobiliz- 
ation of gold frozen in the central banks’ reserves through the 
purchase and sale of the metal at a market-related price. Despite 
much insistence on the fact that special drawing rights would become 
the pivot of the reformed monetary system, no more were created; 
they were considered unnecessary because of the supposed “merry-go- 
round effect” which increases liquidity by recycling back into the 
deficit countries the dollars transferred to the oil exporters; although 

taly and certain other countries raised objections, agreement was 
reached on an inadequate increase in IMF quotas. In the absence of 
official action, liquidity had to be increased through private channels, 
thus weakening the incentive to subject the latter to effective control. 

Each of the oil-importing countries might have registered 
deficits vis-a-vis the oil-exporting countries which would have corre- 
sponded to the latter’s balance-of-payments surpluses. In other words, 
the disequilibria might have been corrected by exporters accumu- 
lating credits denominated in the individual currencies of the im- 
porting countries. As an alternative to this, most of the oil-exporters’ 
surpluses inight have been financed with the monetary instruments of 
the deficit country issuing their preferred currency. The monetary 
circuit would have been closed by the growth of this country’s 
short-term indebtedness: this would in effect have meant a liquidity 
deficit in the United States’ balance of payments. 

In 1974, the deficit took the form of a 24 billion dollar increase 
in the United States’ short-term liabilities. This increase has to be 
added to the 25 billion rise in the xenomarkets’ short-term liabilities, 
excluding interbank operations. The sum of these two figures is a 
measure of the growth of the liquid dollar balances of the rest of the 
world; compulsory use of the dollar increases its instability and 
impairs its status as an international currency. 
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In 1974, the overall expansion of official reserves amounted to 
about 20 per cent, while the xenocurrencies, taken net of interbank 
accounts and accounts held by official authorities so as to avoid 
doublecounting, expanded by 6 per cent. By calculating the ratio of 
world trade to these two aggregates we obtain an index of the 
velocity of circulation of international liquidity of 2.4, as against 1.9 
in 1973. It becomes obvious that international money creation was 
inadequate as soon as one considers that the official reserves of the 
main industrial countries rose by barely 4 per cent; furthermore, these 
reserves have tended to be concentrated among those countries with a 
current account surplus; the others contracted international debts 
amounting to some 15 billion dollars. 

The complex of pressures described above helped to push in- 
terest rates up to unprecedented levels, especially in the short-term 
sector, making it more costly to finance the oil-price rise and more 
profitable for the oil producers to keep their revenues in liquid form: 
so from a monetary standpoint too there was a disincentive to 
spending oil surpluses and investing them at long term. 

The failure to adapt official reserve instruments to the increased 
requirements of world trade set in motion a vicious circle in which 
dollars had to be created through a liquidity deficit in the US balance 
of payments; there was a greater tendency to convert dollars into 
other currencies; the currency weakened. Moreover, for reasons that 
had nothing to do with the United States’ basic balance-of-payments 
position, there were massive transfers of dollar assets. Exchange rates 
fluctuated violently: between March 1974 and March 1975 the 
Deutsche Mark and the Swiss franc appreciated vis-a-vis the dollar by 
13 and 25 per cent respectively. 

The instability of exchange rates brought many banks into 
serious difficulties, mainly because it led to speculative operations, 
often in violation of the regulations. After only a few months, 
towards the middle of last year, many banks, and not all of them small 
ones, suffered huge losses on foreign exchange transactions, which in 
some cases led to insolvency. The large banks operating on the 
Euro-market reduced deposits with and credit lines to the smaller 
banks, especially those of countries in a weaker financial position. 
This did much to undermine confidence in small- and medium-sized 
banks, with the result that deposits were transferred to the large ones. 
The liquidity crisis which thus hit many of the smaller banks handi- 
capped the Euro-markets, partly because certain large banks, holding 
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the bulk of Euro-deposits, found that the high ratio of liabilities to 
capital and reserves left little scope to increase lending. 

The United States’ monetary authorities were apparently indif- 
ferent to the trend of the dollar rate on the foreign exchange markets. 
On a few occasions, they intervened to moderate the size of fluctu- 
ations, but in no way was this action designed to defend an exchange 
rate compatible with market equilibrium. Therefore, in order to 
maintain orderly conditions on the foreign exchange market the EEC 
monetary authorities agreed to co-ordinate interventions in dollars. 
However, they formulated no medium-term policy with respect to the 
dollar, instead resigning themselves to whatever action the United 
States and dollar-holding countries decided to take. In view of the 
improvement in France’s economic position, the authorities an- 
nounced their intention to take the franc back into the joint currency 
float. All these events demonstrate that it would be advisable to 
extend the area of stability; however, this would not survive for long 
without a sound basis in co-operation and co-ordination. We have 
said what this entails during various debates over the last few years; 
among other things, a commitment to pursue concerted policies with 
regard to the dollar. 

Substantial progress must be made towards economic unification 
if the European currencies are to acquire greater stability. Economic 
unification could be part of the process of building a new world order 
based on co-operation and more widespread prosperity. If economic 
weight, and the power that goes with it, is to be redivided among 
countries and groups of countries that have previously accepted the 
key position occupied by the US economy since the war, then those 
countries must accept the responsibilities of leadership, even though 
this entails sacrificing, in the short run, both ambitions and national 
interests. 

In near-crisis conditions, the problems of leadership are usually 
solved by handing over the task to the country with the greatest 
economic and political weight. This is not necessarily the best sol- 
ution for countries which have reached a high degree of maturity and 
civilization and whose economies are moving towards a balanced, 
polycentric system. Collective leadership is in fact a sign of con- 
siderable maturity and can be as efficient as leadership by a super- 
power. It is the absence of leadership that is so damaging to the 
system during a serious crisis and that leads to dangerous instability. 
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Over the last few months many countries, including the United 
States and West Germany, have begun to reflate with the help of 
fiscal, monetary and credit policy instruments; monetary and credit 
policy played a particularly important role during the attempt to slow 
down the rise in costs and prices. The possibility of a recovery of 
productive activity around the end of this year and the beginning of 
next and the expected further slowdown of the price spiral make it 
appear not unlikely that the present acute cyclical difficulties will be 
overcome by then. However, looking further ahead, there is no doubt 
that the trend of the world economy will be influenced by the 
domestic and international structural problems that are still unsolved. 

The domestic problems, which are above all the responsibility of 
the individual countries, will be discussed later: however, it should be 
said here that the greater each country’s progress towards solving its 
own problems, the greater will be its contribution towards solving 
international problems. There can be no lasting reform of the inter- 
national economic and monetary system unless stability has been 
restored within individual countries. While these continue to have 
difficulty in solving their own domestic problems, there will be a 
tendency to bend international trade and monetary policy instruments 
towards that end. By definition, optimum use cannot be made of 
these instruments if their international repercussions are ignored. 

The monetary and economic system established at Bretton 
Woods and under other post-war agreements had become so politi- 
cally and economically obsolete that it could no longer make any 
contribution to the balanced growth of the world economy. However, 
a new order, in which prosperity and progress are sought along lines 
such as East-West trade and the development of what have hitherto 
remained marginal areas, cannot be built by destroying the present 
network of multilateral relations. This network has integrated under- 
sized national markets into a market which, though not world-wide, 
has freed us from the bilateralism of the 1930s and late-1940s. But we 
could well be pushed back into bilateralism by the increased insta- 
bility of the world economy. 

A widespread relapse into bilateralism cannot be avoided merely 
by preaching eternal devotion to a system based on the one in 
existence for the past twenty-five years: we must begin to reconstruct 
with patience and tenacity. As some of those working on the reform 
of the international monetary system have already realized, our ability 
to construct a new system will be put to its greatest test by the 
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problems of the so-called interim period. The results will be more 
fruitful if the authorities are sensitive to, and co-ordinate, the signals 
of the markets. 

On previous occasions, I have emphasized the fact that the 
distances separating the monetary authorities from the markets have 
narrowed, both on the theoretical level with regard to the optimum 
structure for the international monetary system and on the practical 
level. This has been partly due to greater dependence on the market 
for deficit financing. In the absence of controls, the market itself has 
experienced the disequilibria typical of an unregulated banking 
system and has called for intervention to control liquidity. The 
demands of international bankers have almost exclusively taken the 
form of requests to the authorities to fulfil the role of lender of last 
resort when deposits are suddenly shifted for reasons unconnected 
with misbehaviour by any of the banks. But, at the same time, the 
bankers have continued to insist that it would be unwise to extend 
the rules applying to national banking systems to the Euro-market, 
arguing that, since there will always be unregulated areas, the market 
will switch to these, the present financial centres will lose their 
primacy and the efficient management of foreign currency funds will 
be jeopardized. The narrower spread between lending and deposit 
rates on international markets compared with national markets has 
been put forward as proof of this efficiency. 

These arguments become contradictory when the cry is raised for 
last-resort liquidity while denying the authorities responsibility for 
deciding to whom, how much and for what purpose the funds should 
be lent. The problem is not only one of helping banks in difficulty, 
but also of deciding whether to raise the amount necessary to prevent 
a crisis of confidence from the market or among other banks. Nor do 
these arguments reflect the true situation, since there are in fact 
instruments capable of halting shifts of deposits from the regulated to 
the unregulated area. 

The authorities continue to hold contradictory views on inter- 
national liquidity: on the one hand, they consider that only official 
reserves, that is the financial instruments that they themselves hold 
(gold, special drawing rights, IMF position, dollars and other 
currencies), constitute international liquidity; on the other, they 
persist in regarding the international foreign exchange market as 
extraneous to the equilibrium of their own reserves and currency 
parities and are firmly convinced that management of the Euro- 
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markets and, more generally, of the xenomarkets is primarily the 
responsibility of national authorities. This attitude does not reflect 
the conditions in which the authorities and the market where all the 
different financial instruments co-exist actually operate; nor can the 
market conditions of one instrument alter without repercussions on 
others, and thus on the preferences of the monetary authorities. 

The success of the reform depends on a programme of official 
action that covers all financial instruments and is capable of being 
adapted to changing cyclical conditions. Within this framework, the 
amounts of quotas and special forms of credit in the International 
Monetary Fund, the price of gold, the volume of special drawing 
rights and dollars would be determined in a co-ordinated manner. 
This seems to be the lesson to be drawn from the events connected 
with the rise in oil prices, which have led to many debates and which 
only appear to have taken us further away from a reform of the 
international monetary system. These events have brought to light the 
weaknesses in the present system and have helped to push the 
international community towards a negotiated solution: however, we 
must approach this with a clear mind. 

It has not been possible, during current negotiations within the 
IMF, to formulate the goals to be pursued in a situation so pro- 
foundly changed. According to the United States, recourse to floating 
exchange rates should be embodied in the new system; others 
maintain that orderly trade and international payments must be based 
on fixed parities, even if these are subjected to more frequent adjust- 
ments. It is generally agreed that international liquidity should be 
adjusted through special drawing rights on a basis that would help to 
promote balanced economic growth. The poorer countries should 
receive a larger share of world resources; but instead their hopes are 
answered with an endless succession of committees and sub-com- 
mittees. 

Each of these subjects has been dealt with at length in past 
Reports. We have called for reasoned solutions to the position of 
special drawing rights and gold in the international monetary system 
and have worked to put them into effect. The Deutsche Mark, 
followed by other currencies, has been defined in terms of SDRs; a 
new European unit of account has been approved, one which can, in 
time, be put to wide use; gold, no longer the system’s numéraire, has 
become a store of value and it has been possible to use it as collateral. 
Despite the enormous rise in the free-market price of gold, the 
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international monetary system has reduced its dependence on the 
metal and has latched itself more closely onto special drawing rights; 
but the refusal to adapt the quantity of SDRs to the increased 
financing requirements and the retention of present limitations on 
their circulation calls into question the persuasive power of the 
reasons behind their original creation. 

Within the international organizations we have attempted to 
trace, through analysis, the economic trends, which now involve a far 
more complex interpretation. A look back at the opinions expressed 
within some of those organizations, such as the EEC, shows how 
quickly attitudes change and, consequently, how difficult it is to adapt 
national policies. At the end of 1973, the most salient feature of the 
economic situation was an acceleration of the rise in prices; ex- 
panding world demand was straining the productive apparatus; the 
fight against inflation had priority over all other targets; to win this 
fight demand had to be curbed. The symptoms of the situation were 
diagnosed correctly, but the economic policy then formulated was 
bound by a 1960s-style interpretation of the picture. Measures were 
proposed as if the terms of the problem had never changed and it was 
expected that the old mechanisms would ensure that equilibrium 
would be restored. 

The energy crisis has made economic problems more complex 
and the outlook more confused. It is generally acknowledged that, if 
the increased cost of energy sources is to be absorbed, economies 
must be restructured; for this private consumption must grow at a 
very much slower rate than GNP and an active social policy must be 
pursued. EEC economic policy therefore stands in need of a 
medium-term strategy, though this is said to be solely due to the oil 
crisis. 

But even before the oil crisis social groups within each country 
were pressing for a more active social policy to change the pattern of 
demand by curbing private consumption and increasing social con- 
sumption. Even in countries with fewer territorial and social 
disequilibria the quality of gross national product had become more 
important than mere expansion. The main objective was not the size 
of the growth rate but the search for more acceptable production 
methods and the orientation of production towards social needs, 
which the population was increasingly recognizing as a priority. 
Community bodies undervalued the importance of a medium-term 
economic policy because of the political constraints, both explicit and 
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tacit, that conditioned their activities. An approach to structural 
problems requires a willingness to adopt supranational criteria and a 
commitment to accept burdens that in the short term seem to benefit 
only a few countries. Only in this frame of mind could a critical 
analysis of economic developments in the Community since it was set 
up have stimulated the kind of imagination needed to look beyond 
the present and stake on the future. 

Instead the cyclical approach prevailed and, because real causes 
were not sought, forecasts were all too easily swayed by wishful 
thinking. No one noticed that the worst recession since the war was 
about to begin. Only from the autumn onwards did reports on the 
state of the Community economy pay due attention to the worsening 
of the situation: they expressed surprise at the worrying delay in the 
recovery of the United States; they noted that stagnation had also 
begun in France and West Germany. At the beginning of 1975, the 
statistics revealed the extent of the production fall-off in almost all 
industrial countries; the likelihood of a recovery, in the United States 
as well as in West Germany, the Netherlands and France, was set 
further and further ahead, at the very best by the second half of the 
year; forecasts on the growth of EEC income were revised down- 
wards each month; the reabsorption of unemployment took its place 
alongside the fight against inflation among economic policy objec- 
tives. 

For the first time since just after the war, the industrial countries 
suffered a drop in economic activity. Among the major European 
countries, West Germany registered a particularly severe slowdown in 
domestic demand during 1974. Since the volume of Germany’s 
foreign trade is only slightly less than that of the United States, and 
her trade with other European countries twice as large, fluctuations in 
German economic activity are the most important single external 
factor for the economies of the rest of Europe. 

During the first few months of this year, the unemployment 
figure for the industrial countries rose to over 15 million. It would 
have risen even higher had it not be kept down in some countries, 
and especially in Italy, through a system of reducing working hours in 
order to spread the burden of adjustment over large sections of 
industrial manpower. The result was that the recession was less harsh 
for marginal workers; however, social and political tensions, fuelled 
by inflation, give cause for concern. 
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The resistance of the present crisis to fairly rapid cure by 
stabilization policies is due to the relative weight of structural factors. 
More and more social groups and sectors of the economy have 
managed to surround themselves with a protective screen, thereby 
enlarging the areas of rigidity that obstruct the adjustment process 
and make it more costly. The elimination of the general excess 
demand that had characterized the industrial economies until the turn 
of 1973, and the subsequent weakness of global demand, as reflected 
in the drop in capacity utilization, have not eradicated inflation. 
Because of the large structural component of inflation a micro- 
economic approach is required, and success will depend on a co- 
ordinated programme of action over the medium term. 

In most industrial countries, the time lags before monetary 
policy took effect were especially long, mainly because many econ- 
omies held abundant liquidity when restrictive measures were intro- 
duced between the end of 1972 and the start of 1973. This was due to 
the extensive creation of international liquidity over the period 
1970-1972 and to the expansionary domestic monetary policies 
pursued by many countries for most of this period. It is reflected in a 
much higher liquid assets/income ratio than the normal medium-term 
trend among both enterprises and households. The net liquidity 
position of the former in particular reached a fairly high level in 
1971-1972 and was subsequently held there by profits swollen by 
rapid and inflationary cyclical expansion. 

The leading industrial countries continued to pursue restrictive 
credit policies during the first half of 1974, in some cases tightening 
them even further, despite the cyclical turn-around and the marked 
slowdown in investment in real terms. The reasons for this were not 
only the priority given to balance-of-payments equilibrium but also 
the difficulty of finding the correct policy dosage on the basis of the 
usual monetary indicators in a period of strong inflation, widespread 
inflationary expectations and rapidly changing relative prices. A 
further factor was the under-estimation of recessionary tendencies, 
either latent or already apparent, on which some international in- 
stitutions based their efforts to persuade deficit countries to rapidly 
restore equilibrium. 

It was against this international background that Italy took steps 


to restore balance-of-payments equilibrium and curb inflationary 
pressures. 
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In May last year, the balance-of-payments deficit, excluding 
compensatory loans, amounted to over 6 billion dollars. The annual 
rate of increase in wholesale and consumer prices during the three 
preceding months worked out at 58 and 24 per cent respectively. 
There was no possibility of access to the international capital market 
because the country’s indebtedness already stood at some 10 billion 
dollars; we had drawn the whole of the credit facility granted by the 
EEC under the short-term support arrangements; the only possi- 
bilities still open to us were the IMF credit line and, perhaps, the oil 
facility. 

In this solitary situation, Italy clearly had no alternative but to 
pursue resolutely an autonomous policy that would save the economy 
from insolvency. The international and domestic press were con- 
vinced that bankruptcy was the inevitable outcome and only specu- 
lated as to when it would happen. 

In the first four months of this year, the balance of payments on 
a cash basis registered an autonomous surplus of around 100 million 
dollars. Over the same period, we reimbursed compensatory loans 
amounting to 400 million dollars, repaid 500 million of the Bundes- 
bank deposit and drew 378 million dollars on the IMF, thus using up 
the remainder of the 1,214 million dollar credit line; in addition, 
interest payments totalled about 400 million. In May, intervention on 
the foreign exchange market brought in several tens of millions of 
dollars and there was a further reduction in the external debt. During 
the three preceding months, the annual rate of increase in wholesale 
and consumer prices came to 3 and 12 per cent respectively. 

As we said in last year’s Report, there was bound to be a 
slowdown in economic activity; however, in the first quarter of this 
year industrial production held steady only slightly under the level of 
the fourth quarter of 1974. 

The overall foreign position of the monetary institutions, in- 
cluding compensatory loans, appears to be in balance if gold is valued 
at the reference price of 149 dollars per ounce used in the crossed 
deposit operation between the Bank of Italy and the Bundesbank. 
Following the conversion of the EEC short-term support into 
medium-term support overall liabilities, totalling 15 million dollars, 
are now almost exclusively medium- and long-term. 

The balance-of-payments deficit on current account has been 
reduced to proportions which we should be able to finance through 
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autonomous capital movements and credit granted by international 
institutions. In other words, we have achieved our aim of preserving 
Italy’s external solvency. 

Estimates of the 1975 deficit have recently been revised down- 
wards but the figures are still large. The improvement in the balance 
of payments can be attributed to the drop in import volumes and the 
fall in prices for many industrial raw materials and some foodstuffs; 
the slackness of foreign demand limits prospects of an improvement 
in exports. A recovery of domestic economic activity, even though 
centered on sectors with a relatively low import content, will inevi- 
tably stimulate purchases from abroad; the balance-of-payments con- 
straint will then make itself felt in full force unless it is tempered by a 
growth of exports, and this presupposes that costs and prices are 
competitive. In order to offset the oil deficit, the surplus on trade in 
other goods and services will have to reach an equivalent of 4.5 per 
cent of national income; a surplus of this order was achieved in the 
1965-1968 period when world demand was strong and our exports 
were steadily increasing market shares. 


The Domestic Monetary Situation 


In Italy, as in other industrial countries, the cyclical turnaround 
was due to the direct and indirect impact on demand of the rise in 
prices for oil and other raw materials and the economic policy 
measures introduced to restore balance-of-payments equilibrium. 
Prices of imported goods, 40 per cent of which consist of raw ma- 
terials and energy sources, rose much more than prices of exports, 
mainly manufactured goods. Had the volume of trade in goods and 
services shown no change from the previous year, the deficit would 
have worsened by nearly 5,000 billion in 1974, to total 7,500 billion. 

The worsening of the terms of trade led to a wide discrepancy 
between the increase in implicit prices of domestic consumption and 
investment (21.6 per cent) and that in implicit prices of gross national 
product (16.6 per cent). At constant prices, gross national product 
rose by 3.4 per cent, not enough to fill the gap: the purchasing power 
distributed to the factors of production declined by 0.8 per cent. This 
contributed to a marked slowdown in domestic demand, which rose 
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by 1.7 per cent at constant prices, compared with 7.3 per cent the 
previous year. 

That part of the increase in national product not absorbed by 
domestic demand was transferred abroad, reducing the deficit in real 
terms and thereby holding down the deterioration in the balance on 
goods and services to something over 3,000 billion. The decline in 
the purchasing power of domestically distributed income involved 
both households and enterprises; partly because of increased taxation, 
households’ available income fell by 2.4 per cent; there was also a 
drop in real terms in non-financial enterprises’ gross profits, owing to 
the hefty increase in prices of capital goods. 

The deterioration in enterprises’ profit and loss accounts over 
the year, along with the accumulation of stocks of finished products, 
kept credit demand high even beyond the end of 1974, when ag- 
gregate demand and production were already falling back, so that 
short-term interest rates were slow to fall. In particular, the already 
large share of total financing taken up to cover the deficits of the 
public utility agencies and enterprises continued to increase, owing to 
the negative repercussions of inflation on those sectors whose prices 
are slower to adjust to changing economic conditions. 

During the first half of 1974, the decisions of enterprises and 
households were influenced by expectations of runaway inflation. 
Enterprises continued to invest heavily in fixed capital and began to 
rebuild inventories, also acquiring financial assets abroad; when credit 
was tight they drew on their cash balances. Households endeavoured 
to alter the composition of their wealth, turning to real-estate and 
other shelter goods, thus forcing up prices; within financial wealth, 
there was a more marked preference for liquidity; the propensity to 
consume rose. 

Uncertainty as regards anti-inflationary policy and the modifi- 
cation of the policy of bond price support heightened fears of a loss 
of purchasing power and of a drop in bond prices: capital market 
disequilibrium reached huge proportions. Despite rationing of new 
issues and compulsory portfolio investment by the banks, equilibrium 
could only be restored through a rise in interest rates; this increase 
took place between March and November. 

The shifts in the allocation of savings made it impossible to meet 
Treasury financing requirements with non-monetary means; in order 
to retain control over monetary base creation, the authorities intro- 
duced new instruments to mop up the excess liquidity injected into 
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the system by the Treasury. Partly in fulfilment of international 
commitments, as the erosion of monetary base through the external 
deficit began to slacken, the monetary authorities first placed limits 
on further bank borrowing abroad and subsequently sought to 
regulate the growth of monetary base and thus credit expansion 
through open market operations and central bank refinancing fa- 
cilities. However, since monetary base control was felt to be an 
unsatisfactory means of regulating bank credit and directing its flow, 
it was decided to place a ceiling on the total growth of lending, 
retaining certain selective criteria, and to renew the banks’ securities 
investment requirement. 

During the first quarter of 1974, monetary base was contained 
through liquidity erosion by the balance-of-payments deficit and the 
repayment of part of the fixed-term advances granted to the banks in 
December. The issuing of Treasury bills would have permitted a 
tighter control over bank liquidity; but this would only have been 
possible if Treasury bill interest rates and official rates had been 
rapidly adjusted to the conditions necessary for market equilibrium, 
which were partly obscured by the policy of intervention on long- 
term rates. 

During the second quarter, the dramatic deterioration of the 
balance of payments and the intolerable pressure on official reserves 
persuaded the monetary authorities to switch the emphasis of 
economic policy from income growth to curbing the external deficit. 
The Treasury’s huge cash requirements, which could only be financed 
through monetary base creation, gave fresh fuel to domestic inflation 
and aggravated the balance-of-payments deficit, destroying any ad- 
vantage deriving from the lira’s depreciation. 

The monetary authorities did less than in the past to offset the 
sapping of monetary base through the external accounts. In May, 
three-month Treasury bills were issued at a rate of 15.32 per cent, so 
that no new liquidity was created through the redemption of ma- 
turing securities. 

Between February and May 1974, despite our intention to curb 
the expansion of monetary base, we continued to intervene exten- 
sively on the market to support bonds, though at steadily lower 
prices. This apparent contradiction arose because we felt that a slump 
in bond prices had to be prevented while increasing awareness of our 
deteriorating balance-of-payments position was causing savers to 
panic. Support was abandoned in June; despite the rapid rise of 
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long-term rates to levels obtaining abroad, the market was unable to 
achieve equilibrium because of uncertainty about the future trend of 
inflation and the course of monetary and fiscal policy. The increase in 
short-term rates was even faster: between the end of April and the 
end of June the rate on interbank deposits rose from 13 to 18 per 
cent. The joint effect of the balance of payments and the portfolio 
investment requirement caused a rapid drop in the supply of bank 
loans. 

The introduction of the import deposit scheme acted as a further 
restraint on monetary creation. The growth rate of bank deposits 
slowed down even though the public had switched its preference to 
liquid assets. 

So as not to absorb monetary base, no Treasury bills were put up 
for auction in June and July. In July, the banks asked the Bank of 
Italy for Treasury bills for investment of part of their excess reserves 
and repaid borrowings made from the central bank the previous 
month; short-term rates began to fall. The import deposit scheme was 
eased when the deposit on beef was reduced and certain agricultural 
products were exempted. The banks were requested not to increase 
their net foreign debtor position, partly in order to stem the loss of 
confidence in the Italian economy on international markets. In an 
attempt to increase the supply of financing to building, agriculture 
and exports the Inter-ministerial Committee for Credit and Savings 
decided to introduce new provisions regarding the placement of 
mortgage bonds and to adjust base rates on concessionary-rate credits 
to market conditions. 

In August and September, the balance-of-payments results con- 
firmed the improvement witnessed in July; the Bank of Italy aimed at 
stabilizing the overall amount of monetary base in the banking 
system; the banks repaid part of their foreign indebtedness and 
central bank liabilities and also purchased Treasury bills from the 
Bank of Italy in addition to those acquired at the monthly auctions; 
interest rates on the interbank market fell; there was some im- 
provement in bond prices. The rising trend of rates on the inter- 
national markets turned round, and since expectations were of slower 
demand growth, it seemed likely that this was more than a transitory 
development. We considered re-introducing the policy of support on 
the bond market but preferred to wait a few months more; the events 
of October justified our caution. 
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In October, in fact, against a background of political un- 
certainties, speculative capital movements gathered new momentum; 
despite massive Bank of Italy intervention on the foreign exchange 
market there was no way of preventing a depreciation of the lira, 
which continued through November. Monetary policy again became 
more cautious; demand for bank loans remained high; interest rates 
on the interbank market started to rise again; all rates were moving 
upwards. These developments, combined with persisting uncertainty 
on the capital market, reinforced the public’s preference for bank 
deposits. Long-term rates touched exceptionally high levels. 

At the end of October, the import deposit on beef was lifted; by 
early November the scheme had been in operation for six months: 
because of exemptions introduced during the early months, the net 
effect of the import deposit scheme was to inject monetary base into 
the system, initially for around 100 billion per month. During the first 
half of November, speculative movements continued to exert con- 
siderable pressure on the foreign exchange market. Against this 
background, one issue of three-month and one of one-year Treasury 
bills were made, at 15.32 and 15.61 per cent respectively: purchases 
by the banks at auction and directly from the Bank of Italy brought 
their liquidity back within the desired limits. 

During the second half of November, the lira exchange rate 
steadied, even with greatly reduced Bank of Italy intervention on the 
foreign exchange market; in addition, there was growing evidence of 
a slowdown in wholesale price increases as well as an easing of 
demand for short-term credit. In December, monetary policy was 
given a more expansionary slant, even though the balance of pay- 
ments was still in deficit. No Treasury bills were issued; increased 
refinancing facilities were made available to the banking system; 
authorization was granted to deposit 300 billion’s worth of mortgage 
bonds for compulsory reserves against withdrawal of the same 
amount of cash; at the same time, the figures set for the compulsory 
import deposits were reduced. Towards the end of the month the 
Committee for Credit exempted export credits from the ceiling on 
lending expansion and “unified” that on loans to productive 
enterprises, abolishing the individual ceiling in respect of the largest 
borrowers. 

In early 1975, monetary policy was set more firmly on an ex- 
pansionary course: the excess liquidity injected at the end of 1974 
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was only partially mopped up through the sale of Treasury bills by the 
central bank in response to requests from the banks. At the January 
auction, 500 billion’s worth of Treasury bills were offered at a rate of 
14.13 per cent; considering the substantial improvement in the banks’ 
liquidity and the drop in rates on the interbank market, amount and 
price seem appropriate, but the auction was not a success. Since the 
banks purchased 610 billion’s worth of Treasury bills from the Bank 
of Italy during the same month, it was clear that the system of issuing 
Treasury bills and Bank of Italy intervention needed reviewing in 
order to restore some weight to the quantity of bills offered at 
monthly auctions. 

The reform of the compulsory reserves system was also under- 
taken in response to the need to increase the scope and effectiveness 
of this instrument in regulating the volume of credit and bank 
deposits. Modifications provided that only cash could be deposited as 
compulsory reserves, the same coefficients would apply to all banks 
and all categories of deposits, and compulsory reserves would be 
related to movements in deposits. 

One of our major problems continues to be the provision of 
long-term financing for the public sector, for enterprise investment 
and for building. The main instrument available to the central bank, 
i.e. monetary base regulation, has been directed towards expansion. 
The decision of the Inter-ministerial Committee for Credit in March 
this year to abolish the non-interest-bearing import deposit re- 
quirement is in line with this course and will make it possible to 
gradually inject some 1,200 billion of monetary base into the 
economy. This policy was accompanied by provisions to support the 


recovery of the capital market and increase the banking system’s 
operational flexibility. 


To this end the monetary authorities decided: 


a) to extend the portfolio investment requirement for six 
months, but in more flexible form, restructured in line with the 
reform of the compulsory reserves system; 


b) to intervene actively on the fixed-interest securities market 
in order to curb short-run fluctuations and reduce the risks deriving 
from unstable market conditions; 


c) to abolish ceilings on the growth of bank lending; 
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d) to encourage the fall in bank interest rates, giving priority 
in refinancing operations to banks losing market shares because of 


this. The recent reduction of official rates is also part of the same 
policy. 


In the Concluding Remarks of the 1972 Report, I ended by 
describing the course of events that would follow a credit squeeze: 
“should it become necessary”, I said, “to limit the overall volume of 
credit, the reduction, owing to the rigidity of the public sector’s 
demand, would mainly affect the directly productive sectors. Shouts 
of protest would again be raised ...”. The introduction of compulsory 
securities investment for banks in June of 1973 was intended as a 
form of protection; the requirement concerned paper issued by the 
industrial credit institutions and was meant to ensure a sufficient 
supply of funds to the institutions to prevent 4 cut-back in credit at a 
time of heavy investment in plant. 

The sheer size of the Treasury deficit and the need to finance it 
weakened the Bank of Italy’s power to regulate monetary base and 
keep credit within the desired limits. Measures concerning the 
volume and allocation of credit were intended to reduce the balance- 
of-payments deficit and at the same time counter expectations of 
worsening inflation. The steps taken achieved this aim, but the price 
paid has been described in previous Reports. The credit squeeze, 
combining with an autonomous process of income contraction, accel- 
erated this process but at the same time helped to restore our 
international credibility; it led to inflexibility and distortions in the 
structure of banks’ balance sheets and in competition between banks. 

The measures introduced between June 1973 and May 1974, 
against an international background in which the forces of co- 
ordination were weakening, reflect a move away from the conditions 
which had previously made it possible to pursue monetary policy in 
an orderly financial system. These conditions were broad equilibrium 
in the external accounts, a Treasury deficit that was kept within 
reasonable limits, and structural symmetry between enterprises’ 
financial liabilities and households’ financial assets. Savers and 
borrowers were making much the same choices concerning the dur- 
ation of investments; conditions on the stock exchange and the 
existence of adequate margins of enterprises’ savings encouraged 
participation in the risks and responsibility of industrial activity. In 
such circumstances it was possible to maintain the distinction between 
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short- and long-term credit, because maturity transformation by the 
financial system was kept within narrow bounds. 

In such circumstances the Bank of Italy was also able to operate 
according to orthodox monetary principles: bank of banks, itself 
specialized in short-term credit, the central bank supplied the private 
sector with monetary base through refinancing of the banking system 
according to the needs of industry and commerce. The compulsory 
reserves system strengthened the link between monetary base creation 
and the formation of deposits and credit, while the need for authoriz- 
ation to issue bonds ensured control over the long-term credit 
institutions’ fund-raising; monetary policy thus had at its disposal a 
harmonious set of instruments. The central bank was requested to 
intervene in pursuance of limited and well-defined targets in order to 
guarantee the internal and external value of the lira. 

The opening up of international markets, the growing role of 
public-sector intervention in the economy, the sharpening of conflicts 
in the area of income distribution, and the preservation of real wages 
and salaries have radically altered the original framework, creating 
conditions in which economic and financial disequilibria are sharper 
and more frequent, while at the same time the corrective instruments 
available are less effective. 

The value of foreign trade in relation to gross national product 
has risen from an average of 26 per cent in the 1950s to 31 in the 
1960s, 43 in 1971-1974 and 54 per cent in 1974. The Treasury 
deficit, also measured as a proportion of gross national product, 
amounted to 4 per cent at the beginning of the 1960s; it dropped to 
an average of 2 per cent during the first half of the 1960s only to then 
accelerate to around 9 per cent in 1973 and 1974. The growing 
impact of these external factors on the credit system was accompanied 
by a radical change in the composition of the economy’s financial 
assets and liabilities: bank deposits have risen in relation to total 
financial assets from an average of 29 per cent during the 1950s to 37 
in the 1960s and 45 over the last four years; the proportion of 
short-term indebtedness in the economy’s total financial liabilities has 
increased less rapidly, rising from 27 to 30 and 33 per cent respect- 
ively. 

The balance sheets of the credit institutions provide a mirror- 
image of the disequilibria of non-financial enterprises. Given the 
institutional limitations on the banks’ freedom to grant long-term 
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financing and public unwillingness to invest in securities, the fol- 
lowing picture has emerged: 


a) an increase in the ratio of securities portfolios to deposits, 
from an average of 13 per cent in the 1950s, to 21 in the 1960s and 
29 in the last four years; conversely, a drop in the proportion of direct 
bank lending in total financing by the credit system, from 76 per cent 
in the 1950s to 70 in the 1960s and 68 in the last four years; 


5) an increase in the proportion of lending to the public and 
private sectors financed from bank deposits; this ratio showed a 
falling trend up to 1971 but over the next three years rose from 78 to 
83 per cent. 


These changes in the banks’ balance sheets have served to match 
the financial structure of deficit sectors to that of surplus sectors and 
have thus made it possible to meet public and private financing needs; 
without this, investment, income and employment would have grown 
more slowly. However, the counterpart of this service has been a 
decline in the banks’ operational flexibility, the consequences of 
which are felt most severely in times of economic crisis. 

During long periods of interest rate stability, it is less essential 
that a high proportion of deposits be invested in securities. Diffi- 
culties arise when interest rates are moving up, because the time it 
takes for the average yield on securities to adjust depends on the rate 
of portfolio growth and renewal, i.e. on the speed at which the 
proportion of securities purchases at the new market conditions 
increases whereas lending and deposit rates may adjust rapidly in 
response to the market’s liquidity and bank competition. If the bond 
portfolio is large, then the average yield on the banks’ balance-sheet 
assets is slow to adjust and consequently the banks’ equilibrium is 
subject to stronger tensions: the bank that does not offer higher 
returns on deposits will suffer liquidity strains; the bank that attempts 
to match deposits to the demand for loans will be subject to profit 
and loss account strains. The size of the spread between lending and 
deposit rates has been influenced by the search for a margin that 
would cover the risks connected with bond price fluctuations, with 
the instability of the share of foreign activities and with doubts about 
the economic viability of debtor enterprises. 

While the threat of the public sector was increasing and financial 
disequilibria were impairing the banks’ flexibility in times of crisis, 
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and while the government, local authorities and semi-government 
agencies were meeting growing difficulties in achieving institutional 
targets, more was being required of the central bank and of monetary 
policy: the objectives were to include income growth, full em- 
ployment, the correction of sectoral and territorial disequilibria and 
non-monetary financing of the public sector. It was becoming 
increasingly necessary to meet crises with emergency measures and 
with a policy mix that would attempt to reconcile the conflicting 
targets. The burden of these policies weighed more and more on the 
credit system and with each economic cycle the fluctuation of interest 
rates and the deviation of financial flows from their normal trends 
widened. 

In 1973-1974, the circumstances in which the financial system 
confronted the crisis, and the credit policy measures introduced, 
brought about changes in the composition of bank assets different 
from those that had occurred during previous periods of monetary 
restraint — the proportion of securities in fact rose and that of loans 
dropped. The measures taken to give financial support to the re- 
covery of investment and to protect the bond market were designed 
to ensure an adequate level of demand for securities from the banks 
and prevent the sale of existing portfolios. The proportion of loans in 
overall bank credit, equal to 76 per cent of the total outstanding at 
end-1972, amounted to 61 per cent of flows in 1973-1974; the spread 
between lending and deposit rates widened by about 4 percentage 
points, compared with one percentage point in 1969-1970 and 0.6 in 
1963-1964. The sharp fluctuations in bond prices led to huge capital 
losses which were only partly entered in the profit and loss accounts. 

The banking system’s ability to adapt the net price asked for 
intermediation to the liquidity conditions created by monetary policy 
should be defended in order to ensure that the system continues to 
function smoothly. As in previous cycles, the system adjusted faster 
while rates were rising than while they were falling; it has again been 
observed that, in addition to the fact that credit is a necessary, but not 
a sufficient, condition of production and investment, there is another 
reason for the asymmetrical working of monetary policy. This is that 
the individual bank will not hesitate to increase deposit rates 
unilaterally but in no circumstances will it make conditions less 
favourable for the depositor unless its competitors agree to do the 
same; an agreement to reduce lending rates is not reached until the 
agreement to lower deposit rates has been put into effect, but the 
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central bank’s liquidity policy may push deposit rates below the level 
agreed. 

The existence of this mechanism has persuaded economists, 
businessmen and banks to propose a large reduction, or even the 
abolition, of present interest payments on current account bank 
deposits on the basis that other countries have done the same with 
demand deposits, which in some respects are a larger and in others a 
smaller category than our current account deposits. Interest varies 
from zero to the current market rate; the rate is fixed by law, under 
administrative measures or by voluntary agreement between banks. In 
cases where the interest rate is near zero external monetary markets 
have grown up, such as the Euro-dollar and Euro-mark markets, 
creating serious problems for the country’s foreign exchange and 
internal and international monetary policies. In the United States, 
moreover, officially accepted markets and markets outside the control 
of the authorities have emerged. Recently the US authorities have 
proposed extending compulsory reserve requirements to these 
markets. 

In previous Concluding Remarks, I have taken the view that 
lending rates determine deposit rates. The first factor is the cus- 
tomer’s willingness to pay a higher lending rate. Then we have, as 
intermediate factors, the banks’ ability to keep intermediation costs to 
a minimum and their willingness to give up profits in favour of 
increasing market shares. Finally, we obtain the rate paid on deposits. 
Recent experience has provided more information on the behaviour 
of credit demand; it has been observed that in the present Italian 
economic situation credit demand reacts less to increases in the cost 
of credit because of the greater weight of demand from sectors less 
sensitive to interest rates. Consequently, the banks, in an attempt to 
increase deposits by granting high rates to depositors, meet with 
resistance not so much from the drop in loan demand as from public 
opinion and accusations of usury. These accusations became more 
insistent when the banks, having noted the turn of the cycle, reduced 
the cost of fund-raising before they cut the lending rate, also giving 
some indication of the target deposit rate, with an immediate an- 
nouncement effect. 

Despite the drawbacks it has brought in other countries, the 
reduction or abolition of interest on current accounts and, more 
generally, on demand deposits may improve the efficiency of mon- 
etary policy in general, though not specifically for the purpose of 
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pegging lending rates. In Italy, two objections have been raised to this 
solution: 


a) it is extremely difficult to ensure that the ban on banks 
immediately mobilizing tied deposits on request is observed; it would 


be easy nowadays to evade the regulation on an administrative 
level; 


b) the introduction of discrimination between various types of 


deposit would have a large impact on the structure of the banks’ 
balance-sheet liabilities. 


Apart from these objections, which more directly concern the 
monetary authorities, it must not be forgotten that the enterprise 
sector’s current account deposits stand at almost 20,000 billion, 
giving an average yield for 1974 estimated at 1,500 billion. Were this 
income to be wiped out, the enterprises would be deprived of 
considerable revenue, while any reduction in costs would not be 
evenly distributed because of the marked differences in the creditor 
and debtor positions of the various categories of enterprise and 
branches of activity. Nor can we disregard the possible impact on 
capital outflows when the provisions are introduced, as well as the 
encouragement to invest in shelter goods at a time of inflation. 

It is possible that the banks’ savings on demand deposits would 
not be passed onto the enterprises or that, depending on the lending 
rate supported by credit demand, they would go towards improving 
rates on time deposits, thus causing a change in the structure of bank 
rates to the detriment of bonds and a net overall loss for borrowers. 

The reduction of interest on current accounts, or its abolition, 
could bring considerable advantages in terms of market shares to 
banks whose customers are mainly savers compared with banks whose 
business is primarily conducted with enterprises: the savings banks as 
opposed to the commercial banks. Finally, the introduction in Italy of 
a law prohibiting the payment of interest on demand deposits or 
merely discriminating against them must be regarded as a very radical 
change and one which would have wide repercussions on the structure 


of bank intermediation, on monetary policy and on enterprises’ 
balance sheets. 


Any approach towards regulation of interest payments on 
current accounts must be cautious and gradual; one of the pre- 
conditions is the creation of a money market to which the public has 
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access. The events of the past two years provide information on two 
different, but interrelated, aspects of regulation by the monetary 
authorities: the first is liquidity control and thus conditions of issue of 
Treasury bills and market intervention; the second concerns the 
issuing methods and workings of the secondary market. In order to 
control monetary base, the authorities must accept short-term interest 
rates that are consistent with the liquidity conditions they hope to 
achieve. 

The measures recently introduced, following the Committee for 
Credit’s decisions of March this year, are based on a variety of 
considerations. The auction system should allow the tender rate to be 
determined by the market. By admitting a wider range of dealers to 
the auctions we increase this rate’s sensitivity to liquidity conditions 
in the economy. The Bank of Italy’s participation is intended to 
strengthen competition in the market; regulation of Treasury bill 
rates should be sought through liquidity control. The need to ensure 
that Treasury bills have a sufficient degree of marketability must be 
met through a secondary market. 

The creation of a money market should not be limited exclus- 
ively to public-sector securities; securities issued to finance the 
enterprises should also be included. There is already some indication 
that this is developing, and the authorities will not be backward in 
encouraging it. A growing money market would bring an element of 
competition which the banks would not be able to ignore. 

Should the spread between lending and deposit rates exceed the 
limits necessary for intermediation under the stimulus of competition 
then some of this intermediation would shift out of the hands of the 
banks. Their oligopolistic position might thus be weakened. 

The central bank would have greater scope for manoeuvre if the 
Treasury covered its cash requirements by tapping more of the 
public’s assets. The Bank of Italy would then be able to increase its 
refinancing facilities for the banks and give preference to those that 
complied more strictly with the rules of a competitive market. 

Available data reveal that, in comparison with other countries, 
the spread between average lending and deposit rates between 1971 
and 1974 was somewhat wider in Italy, and that it tended to widen 
more at times when rates were rising; we have analyzed the structural 
causes of this phenomenon on previous occasions. On the other hand, 
the ratio of the volume of deposits to the number of branches and 
employees of the main Italian banks was generally higher than for 
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banks in other countries. One can deduce from this that our policy 
regarding authorizations to open new branches has had the desired 
results; the criteria employed in granting these authorizations are 
discussed at length in a report published by the Ente Einaudi. 

The banking system gave proof of its strength last summer by 
coping without difficulty with withdrawals by non-residents amount- 
ing to some 5,000 billion: it was able to do so because it had 
prudently observed the principle of matching maturities. The only 
exception was the bankruptcy of the Banca Privata Italiana; here the 
authorities intervened as on previous occasions to ensure that the 
claims of depositors and other creditors were met. The terms and 
conditions of intervention were formalized by the Ministerial Decree 
of September 27, 1974. Similar regulations have recently been intro- 
duced in West Germany. 

The policy always followed in Italy has been to help banks in 
difficulty, in some cases by encouraging the larger banks to intervene; 
compulsory liquidation has only been invoked when rescue attempts 
have failed to restore viability. Over the past five years, the Bank of 
Italy has made 633 general inspections of banks; 167 reports of 
irregular activities were made to the legal authorities; in 404 cases the 
administrative sanctions laid down in the banking law were applied. 


The Capital Market and the Enterprises’ Indebtedness 


One of the sectors most affected by the shift in public pre- 
ferences was the mortgage bond sector. It was in fact possible to pass 
on to holders of mortgage bonds some of the advantages accruing to 
house-owning debtors and we were in favour of such action, but this 
question should be solved by legislation. 

When market conditions permitted, we introduced provisions to 
make the placement of mortgage bonds easier. However, para- 
doxically, some institutions are unable, at the moment, to issue 
enough bonds to satisfy the banks’ compulsory investment require- 
ments; the reason is that, primarily because of administrative diffi- 
culties, the institutions are unable to grant an equivalent amount of 
loans to house-building. 





Concluding Remarks for 1974 515 


Hoping to add to the market’s range of financial instruments and 
at the same time increase the supply of financing for house-building, 
we felt we must create instruments that would widen the choice open 
to savers and enable households with small savings, but a high 
propensity to save in the future, to purchase houses. The mechanism 
we evolved was called “savings-for-houses”; it is a modified version of 
schemes already tried in other countries and is intended to act as a 
cyclical stabilizer for the sector, alongside the mortgage bond market. 
The latter already plays an important role in financing building, one 
which has been officially recognized in provisions concerning both 
compulsory investment by the banks and the increase in nominal rates 
on these bonds. 

Our proposal aims to use indexation of the deposits to increase 
the propensity to save of Italian households and Italian workers 
abroad. The mechanism guarantees that savers will be able to obtain a 
loan towards the purchase of a house: this loan will be equal to a 
multiple of the deposit; the minimum multiple is set by law and can 
be raised by ministerial decree. The burden of indexation of the 
deposits is paid by the borrowers who are, however, protected as 
regards this uncertain portion of their debt by the fact that the rise in 
percentage terms will not exceed their salary increases to cover the 
higher cost of living; in other words, the burden of debt will never 
take a larger portion out of the family budget. A system of guarantees 
becomes operative when unemployment or other unforeseen events 
reduce the debtor’s salary. 

The main objection to the scheme has been that it does not take 
into account political agreements over town planning, and on this 
basis the range of choices open to savers has been restricted. The 
restrictions in question are related to town-planning programmes, in 
other words, the structure of housing supply. Their inclusion in the 
“savings-for-houses” scheme, which remains a financial instrument, 
makes it more difficult to manage and more dependent on adminis- 
trative regulations, and the saver has been denied the right to work 
out his own savings and investment plan. Consequently, our capital 
market can no longer expand as it would have done with the 
introduction of forms of savings investment that only experience 
would show to be consistent with savers’ preferences or not. 

Last year, we observed that the institutions and bodies that raise 
funds through bond issues were facing growing difficulties and we 
encouraged recourse to new methods of fund-raising; we came to the 
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conclusion that general indexing of securities issues would depress the 
prices of those in circulation. Indexation is effective when limited to 
well-defined sections of the market and when its introduction is 
optional; the “savings-for-houses” scheme incorporates both these 
features. There has been no progress towards solving the problem of 
financing enterprises other than through borrowing; over the years, 
we have often drawn attention to the fact that risk capital is de- 
creasing. 

In the Concluding Remarks to the 1967 Report, we stated that 
the large public and private enterprises receiving concessionary-rate 
credit should be obliged to offer part of their own shares for public 
subscription and ask for them to be listed on the stock exchange. This 
would not only increase investors’ alternatives and involve a greater 
number of people in the activity of the enterprise but would lead to a 
more informed public. The reform of stock exchange regulations and 
the creation of a supervisory body will also help to achieve this aim. I 
have recently brought up this question again: given the sheer size of 
the enterprises’ indebtedness, especially in the form of con- 
cessionary-rate credit, part of the loans should be converted into 
shares that the creditor institutions could offer directly to the public, 
place in trusts or possibly hold until final placement. 

If the entire structure of our economy, and in particular of 
certain sectors, is to be critically reviewed, along with the or- 
ganization of enterprises, then the economic planning agencies and 
the special credit institutions must co-operate. The lack of exchange 
between the two may be one of the reasons why many programmes 
have eventually turned out to be impracticable; the enterprises have 
concentrated on gaining official approval for their investment projects 
in the belief that there would be no lack of credit. In some instances, 
the tendency to give to one enterprise the same treatment that has 
been given to others has led to a careless disregard for the duplication 
of projects which destroys wealth. 

Successful programmed action would moderate the conflict be- 
tween public and private enterprises and encourage their co- 
existence; but if this aim is to be achieved the enterprises must not 
seek protection against their competitors by acquiring part of their 
capital. By keeping our economy open, we would protect competition 
from the possible formation of cartels. 

Since the early 1960s the financial structure of Italian enterprises 
has undergone radical changes; a study of the balance sheets of the 
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manufacturing companies included in the Bank of Italy’s survey 
shows this clearly. If we examine the net commercial debt/credit 
position along with non-liquid assets net of depreciations and group 
together the remaining liabilities, we obtain three broad headings of 
liabilities risk capital, pensions and insurance funds and indebtedness 
that clearly reveal the decline in the ratio of own resources to other 
funds. Between 1962 and 1973, the risk capital of the state-controlled 
enterprises fell from 44 to 19 per cent; their total indebtedness rose 
from 51 to 73 per cent, the whole of the increase being accounted for 
by liabilities vis-a-vis credit institutions, which rose from 37 to 62 per 
cent. It should be added that the risk capital of these enterprises is 
mainly made up of funds provided by state holding companies and is 
thus drawn from endowment funds that are financed by further 
indebtedness. The risk capital of private enterprises dropped from 56 
to 33 per cent, while total indebtedness rose from 37 to 52 per cent. 
If the real capital and amortization funds are valued on the basis of 
replacement cost and risk capital is accorded the higher values, the 
latter would amount to 34 per cent in 1973 as opposed to 19 among 
the state-controlled enterprises and to 39 as opposed to 33 per cent in 
the private-company sector. 

In view of these structural changes, which may remove responsi- 
bility from the debtor enterprises, the country must decide whether it 
still wishes to delegate management choices to public and private 
enterprise managers alone or whether it wishes to exert some control 
over the use of financial savings through institutional devices that 
have been adapted to the new circumstances. 

As others have already pointed out, and as we ourselves said during 
the parliamentary survey on the stock exchanges, similar trends have 
been observed in many other industrial countries; but in a number of 
these steps have been taken to reform the institutional framework. 

In our system, the main burden of risk falls on the capital market 
and in particular on that section of it which has no access to the 
management of the enterprises. In these circumstances, a change in 
the organization of the financial intermediaries would seem to be 
called for; the present system need not necessarily be substituted but 
it must certainly be modified. Limitations imposed by financiers in 
the exercise of their duties as administrators of savers’ money could 
offset the constraints on public enterprise managers who must follow 
orders issued by the political authorities against arguments that the 
project is not economical. 
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New ways of enlarging risk capital must be studied and old 
methods improved; we must remove the existing incentive to borrow 
provided by the present system of government subsidies and instead 
make conditions more favourable for equity capital. We should also 
activate the institutional devices much talked about in the past, 
relating to the nature of shareholding and the methods of partici- 
pating in the management of the firm. Finally, under present risk 
conditions, we should enlarge the banks’ equity base by placing a 
large amount of shares with the public through issues’ of the new 
“savings shares”. This would not only reduce the ratio of the public’s 
liquid assets to the increase in enterprises’ frozen liabilities, but would 
also offset the corresponding increase in financial intermediaries’ 
frozen assets. 

If the aim of increasing enterprises’ risk capital to at least the 
levels normal in other industrial countries were hampered by savers’ 
preferences, then the need to give financial intermediaries a more 


active role in the management of enterprises in debt would have to be 
faced realistically. 


The course so far followed by monetary policy has once again 
been described as moderate, since it is not felt to be giving our 
economy sufficient stimulus to reach full employment income. In- 
creased deficit spending and larger money creation are being called 
for, without taking into account the automatic mechanisms that 
expand the former and their repercussions on the latter, in the sure 
knowledge that this is the most effective and suitable method of 
closing the gap between actual and potential income. 

The government sector has commitments totalling many thou- 
sands of billions; the local authorities are weighed down by debts that 
have soared over the years, while insisting on the need for operations 
to transfer all or some of their debts to the government; the gov- 
ernment’s debts to the health services have only partly been repaid: 
vast sums are still outstanding; the Treasury might be called upon to 
honour the guarantees granted to the motorways and electric power 
sectors. 

These commitments can be met through issues of public-sector 
bonds and their compulsory placement with the banks to whom the 
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authorities are indebted in order to fund the credit in question; this is 
tantamount to admitting that the public sector is insolvent and to 
increasing the amount of bonds in circulation out of all proportion; 
despite restrictions on the circulation of securities, an increase in their 
volume would undoubtedly exert pressure on the market and on 
interest rates. On the other hand, part of the credit may be converted 
into cash, but in this case public-sector securities would have to be 
offered on the market in competition with those issued to finance the 
productive sectors. Alternatively, these public-sector securities could 
be placed with the Bank of Italy. In all events the local authorities 
would have scope for further borrowing. The government is under 
growing pressure to increase expenditure, the deficit and, conse- 
quently, the money supply. However, it is obvious that an expansion 
of the money supply and public expenditure in the forms that it has 
taken so far has little impact on the domestic product in real terms; 
the expansionary effect of the increase in monetary demand tends to 
be countered by the constraints of the balance of payments and 
inflation before it leads to any significant rise in employment. It is 
essential to avoid shortly having to make further and costly adjust- 
ments of non-consolidated increases in the employment level. 

I have frequently stressed the difficulty of attaining the potential 
level of income by the traditional means of expanding demand and 
their more rapid side-effects on the balance of payments and on 
inflation, which have been ascribed to the numerous bottlenecks in 
the market of factors of production, to the abnormal growth of 
non-productive sectors and to the amount of credit absorbed by the 
latter. The situation has been aggravated by the sharp deterioration in 
the terms of trade. 

We have recently attempted to use selective credit and fiscal 
intervention to improve the transmission of the effects of economic 
policy. Although results have been positive, the type of selective 
policy tried so far has not been capable of preventing the expansion 
of demand from having repercussions on the balance of payments and 
the level of prices. From the viewpoint of its cyclical effects, more 
specific intervention, by sectors such as that in favour of housing, 
agriculture, energy production and exports, is of limited application 
owing to structural bottlenecks. Certainly, increasing budgetary 
outlays and expanding credit is no way to remove those bottlenecks. 

Within the present system, the old relationships between pro- 
ductive forces have been altered: awareness of this fact is a pre- 
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condition for eliminating social conflicts. The central power tends to 
gather within itself all the particles of power that are dispersed 
throughout the social body; it is the vitality of these particles that 
enabled us to overcome the difficulties forecast a year ago. This 
vitality must not be destroyed but must be directed towards adapting 
the economy’s structure to the needs of a society that is calling for 
more justice, more participation and more democracy. 

International co-operation has suffered because our voice has 
become weaker; there is no reason why we should not raise our voice 
in defence of national interests that are in harmony with those of a 
community of nations in which development is reconciled with 
peaceful co-existence. 
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